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Introduction 


Have you ever wondered whether trading in futures could make 
you rich? Well, it can —if you know what you're doing. And if you 
accept the reality that, at times, even well-informed and experi¬ 
enced traders lose—and they can lose big. But if you are seriously 
interested in participating in the futures markets, and ready to 
become as well-informed as possible, then this workbook is an 
invaluable first step toward that aim. 

As with any form of trading or investing, certain precautions 
must be taken and certain preparations must be made before 
positioning any capital. 

The precaution is to go slowly. The futures markets present 
fascinating possibilities for gain, but they are very unlike investing 
in stocks and bonds. They also involve much more risk. 

The preparation is to investigate the possibilities, benefits, advan¬ 
tages, and rewards. You must get to know the market, become 
familiar with the terminology, procedures, and techniques. You 
must first determine your investment objectives and evaluate how 
the futures industry can help you meet those objectives. 

If you are serious about trading in the futures market, or if you 
simply want to know more about how it works, then this guide will 
help you. You will learn about futures—what they are, how they 
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came to be, how they are used, and the strategies behind them. 
The purpose of this workbook is to inform you about this trading 
vehicle in such a way that no pressure is felt, no hard-to-grasp 
concepts are thrown at you, and no "insider" terms are left unex¬ 
plained. 

But the special feature of this workbook is that it does not just 
set forth all the facts and information and then leave you to sort it 
out on your own. Instead, throughout the text, you will be pre¬ 
sented with sections entitled "Try This" and "Here's Why." In the 
"Try This" section, you will be asked a brief multiple choice or a 
probing "thought" question that will test your knowledge of what 
you have just read. Then check your answer against the answer in 
the "Here's Why" section, and you will know what you grasped 
and what you still need to review in each chapter. Together, these 
questions and answers will help you sort through the world of 
futures trading and prepare you for real situations you will en¬ 
counter in the markets. 

So take as much or as little time as you feel is necessary to 
comprehend and utilize this information for your own investment 
purposes. You set the pace. You determine your degree of involve¬ 
ment. You concentrate on what's important to you. It's that simple. 

Here are the areas you will cover: 

Chapter 1 discusses the basic topics of information you need to 
know regarding futures and commodities: what they are, their 
origins, the commodity exchange, trading limits, price fluctua¬ 
tions, risks, and federal regulations. 

Chapter 2 examines the mechanics of trading a futures con¬ 
tract: you will learn what is in the contract itself, what is involved in 
the market, in the logistics of handling an account, and in the 
margin account. 

Chapter 3 covers the different types of orders that you can 
place, such as the market order, stop order, limit order, and others. 

Chapter 4 tells you about the role of the clearinghouse in the 
futures market: what it does, how it operates, how it handles an 
order, and its overall responsibilities. 

Chapter 5 delves into the world of market analysis and how it is 
used in relation to the futures industry. It provides details regard¬ 
ing technical analysis and fundamental analysis, how they differ, 
how they are related, and how they may be helpful to you in 
market forecasting. 

Chapter 6 covers two concepts very important to futures trad- 
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ing: volume of trading and open interest. You will learn what they 
are, how they are used, what influences them, and how you 
should interpret changes in these two indicators. 

Chapter 7 discusses the complexities of hedging in the futures 
market: its advantages, disadvantages, risks, and applications, as 
well as basic strategies you should know before you become a 
hedger. 

Chapter 8 talks about trading techniques, specifically specula¬ 
tion and spreading: what they are, how they work, how they are 
used, and the strategies you need to know to become a speculator. 

Chapter 9 describes, in more detail, the different types of 
futures markets: currency futures, interest rate futures, commod¬ 
ities, and stock index futures. 

And, as mentioned before, in each chapter you will frequently 
check your own grasp of the futures markets and strategies by 
working through the questions and answers in the “Try This" and 
“Here's Why" sections. 

Now you're ready to take that first step toward learning about 
and participating in the exciting world of futures markets. 




1 

What Are 
Futures? 


The Futures Contract 

Futures trading has been a part of the world economic scene for a 
long time. Its basic concept goes back to the beginnings of commer¬ 
cial trade when merchants tried to protect themselves from a 
variety of adverse conditions, including declining and advancing 
prices. When signing a futures (forward delivery) contract, the 
parties involved agree to make or take delivery of a specified 
quantity and quality of a commodity (anything from cattle to corn 
to currency) at a specified future time and price. The price is often 
subject to supply and demand factors and a certain element of risk 
is involved. 


Origin 


The existence of risk is precisely what prompted the first use of a 
futures contract. Take farming for example. When an independent 
farmer plants crops for his own use, no outside party depends on 
him to produce. However, when a farmer plants to derive a profit 
from selling the crop, that's a different story. In the spring when 
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the farmer plants his corn, he faces many risks between the plant¬ 
ing and the harvesting of his crop. Some of the risks include blight, 
drought, vermin, and bad weather. There are even risks involved 
in having a good crop. If an abundance of corn at harvest time 
drives prices below the break-even point, the farmer risks losing 
his profit because his and his competitors' supply outweighs de¬ 
mand. 

Clearly, the risks are there. With the advent of futures trading, 
a third party steps in to assume some of those risks. Often, a 
speculator who has money pays the farmer for the right to assume 
the risk as well as some of the future profit. The speculator 
arranges a contract to sell the commodity (corn in this case) to an 
interested buyer such as a grain miller. 

The speculator feels secure in his commitment because he has 
analyzed the prospect of price changes in corn and feels the 
changes will be in his favor. While providing a service to those 
involved by assuming some of the risk, he also hopes to make a 
profit on his deal based on some market forecasting he has done. 
The primary reason for the establishment of the futures contract is 
to allay some of the inherent price risks of producing, storing, and 
marketing the corn. 


History 


The term future itself connotes how a trade is handled and the 
reasoning behind it. 

Around the time of the Civil War, the farmer usually took the 
brunt of market fluctuations. If he was ready to sell soon after the 
harvest, so was everyone else. Consequently, at that time supplies 
were usually well in excess of immediate requirements—a situa¬ 
tion that resulted in depressed price levels. Farmers had several 
alternatives: accept whatever price they could get for their crops in 
an already oversupplied market, put their crops in storage (incur 
ring additional costs) and hope prices would improve, or haul their 
crops back home. Often, finding anyone who would even make a 
bid for their hard-earned crop was difficult. 

However, the situation reversed itself toward the end of the 
crop year. As the season's crop was consumed, the supply of 
available unsold grain became smaller and smaller, and this scarci¬ 
ty resulted in higher prices. This meant grain merchants were 
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forced to buy the bulk of their year's supply (more than they could 
use at the time of purchase) during the harvest period. Or they had 
to pay high prices late in the marketing year, before the next 
season's crops were available. In order to keep their mills running, 
manufacturers competed with each other for the dwindling sup¬ 
ply. On the other hand, during the years of oversupply, producers 
had to dispose of their goods at fire-sale prices. Similar situations 
occurred with other commodities as well. 

In order to protect themselves against seasonal price fluctua¬ 
tions, producers and consumers of agricultural commodities began 
to buy and sell for forward delivery. These transactions, which 
became known as to-arrive contracts, involved a binding sale by a 
farmer to a buyer for a designated amount of grain (or other crop) 
to arrive 10, 20, 30, or 60 days later. 

example: A miller agrees on September 1 to buy 5,000 bushels of 
com from a farmer for $2.20 per bushel. The corn is to be delivered 
on November 1. The buyer and the seller have agreed on a price for a 
product “to arrive" two months later—hence the term to arrive. 

Contracting for deferred delivery did not, of course, eliminate 
the risk, nor did it solve the problem of the market risk. The risk, 
when you think about it, was not completely off the shoulders of 
the seller. Of course, the producer/seller had estimated sufficient 
return for a crop before it was even harvested and need only be 
concerned with the production of the crop and its delivery to the 
buyer. But the seller could still lose potential profit. He had to deal 
with the possibility that the price of the commodity would rise 
before delivery. If the price of corn advanced to, say, $2.40 by 
November 1, he stood to lose out on additional profit. The buyer, 
on the other hand, still had to fear a price decrease. Should the 
price of corn drop to $2.00 by the time of delivery, the buyer would 
suffer a loss of 20 cents per bushel if his competitors bought the 
cheaper merchandise. 

Contracting for deferred delivery, however, did at least enable 
a merchant, manufacturer, or processor to schedule raw material 
shipments for arrival at designated intervals and to know their 
costs. Insuring the availability of raw materials for operating needs 
at all times tended to stabilize the market to a degree, because 
product prices could be projected from known costs. 

Eventually, these forward contracts were bought and sold 
without waiting for delivery. Many other people who were not in 
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the grain trade were willing to assume the risks but were not 
willing to take the actual delivery. These speculators were in¬ 
terested in a possible gain on any change in value, not in profits on 
the sale of the physical commodities themselves. The merchant 
with a contract, who did not want to absorb the risk at all, could 
transfer ownership of the contract to a third party (dealer or specu¬ 
lator) who was willing to take a chance solely in the hope of making 
a profit. 

Once speculators became interested in the futures contract as 
such—that is, as a negotiable item on its own—the futures contract 
market became a viable adjunct to the actual commodities market, 
or cash market as it is sometimes called. 


The Commodities Exchange 

A commodity exchange is merely a central meeting place where 
buyers and sellers (or their orders) meet to transact business. 
Facilities are provided where transactions can easily take place 
between members, the only persons permitted to trade on the floor 
of the exchange. Exchanges do not buy or sell commodities or 
contracts or establish prices. They enforce rules and regulations in 
order to promote uniform practices among buyers and sellers in 
the market and provide for an orderly market. They also act to 
quickly adjust business disputes and to distribute price and market 
information valuable to members and their customers. 


Cash Market vs. Futures Market 

Today, commodities may be transacted in either the cash or the 
futures market, two separate but related markets. The establish¬ 
ment of the futures market has come to augment the cash market. 
You'll see why. 

The cash market, sometimes referred to as the actual or spot 
market, is where the commodities themselves are bought and sold 
on a negotiated basis. Most of the time, the contract calls for the 
actual transfer of a commodity; it may specify immediate delivery 
or forward delivery (at a set time in the future). 

In the futures market, however, standardized contractual agree¬ 
ments are bought and sold, not the actual commodities them¬ 
selves. A futures contract is very specific as to quantity, quality. 
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and date, but it does not involve immediate transfer of ownership 
of the commodity, unless you trade in the spot delivery. You can 
buy and sell commodities in a futures market regardless of 
whether or not you have, or own, the particular commodity. Two 
basic facts to remember when buying and selling futures are: 

1. When you buy a futures contract, you are going long. You are 
simply agreeing to receive delivery and to pay in full for a 
specific quantity and grade of a particular item to be delivered to 
you at a specific place in some designated month in the future. 

2. On the other hand, when you sell a futures contract, you are 
going short. Here, you agree to deliver a specific quantity and 
grade of a particular item at a specific place in some month in the 
future, at which time you will be paid in full. 

The difference in price between the two similar yet different 
markets (futures and cash) is called the basis. The cash price is the 
actual price of the physical commodity; the futures price is the 
price of a contract in the futures market. The two prices are not the 
same initially, but they do have a tendency to parallel each other. 
Because of this relationship, trading techniques (such as hedging 
and spreads) and speculation are quite viable and useful to the 
futures investor. More basic information must first be covered 
before jumping into price relationships. These topics and the dis¬ 
cussion of different types of futures markets are covered in later 
chapters. 


The Fundamentals 

At one time, trading in commodities was extremely simple. For 
many years the definition of commodities was confined to agri¬ 
cultural products, and understanding commodities was fairly 
easy: A grower sold the crop for the best price as soon as it was 
harvested—or stored it until either imminent spoilage forced a sale 
or the price was right. 

Well, now, not only does the term "commodities" include a 
long list of products, but it also involves two separate yet parallel 
markets that we mentioned earlier: the cash market and the 
futures market. Though commodities futures trading can no lon¬ 
ger be considered simple, it is still no harder than any other 
product subject to the law of supply and demand. 
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Commodity 


FIGURE 1-1 


A commodity is any product, service, financial instrument, or for¬ 
eign currency that is bought and sold on a recognized exchange. 
Commodity futures, on the other hand, are predetermined contracts 
whose terms are defined by an exchange. There are approximately 
80 different commodities traded on 12 different exchanges in the 
United States. A list of these is included in Figure 1-1. There are 
ongoing additions and deletions to the commodities list, usually as 
a result of unsuccessful contracts. 


Organized Commodity Exchanges in the U.S. and the Commodities 
Traded on Each 


Exchange 

Commodities Trades 

Chicago Board of Trade 

Corn, oats, soybeans, soybean meal, soybean oil, 
wheat, western plywood, unleaded reg. gas, gold—1 
kilo, gold—100 oz., silver—1000 oz , silver—5000 
oz., GNMA's, T-bonds, T-notes, C-deposits, crude 
oil, heating oil, T-bond options. 

Chicago Mercantile Exchange 

Live cattle, live hogs, feeder cattle, pork bellies, shell 
eggs, fresh broilers, random-length lumber. 

(International Monetary Market) 

Foreign currencies (British pound, Canadian dollar, 
Dutch guilder, Deutsche mark, French franc, Swiss 
franc, Japanese yen, Mexican peso), gold-—100 oz., 
C-deposit, Eurodollar, Standard & Poors 500 Stock 
Price Index, Treasury bills—13 wk & 1 yr., Standard 
& Poors Options. 

Coffee, Sugar & Cocoa 

Coffee C, sugar #11, sugar #12, cocoa 

Commodity Exchange Inc. 

Gold, silver, copper, gold options 

Cotton Exchange, Inc. 

Cotton, orange juice, liquid propane gas 

Kansas City Board of Trade 

Wheat, value line average stock index, value line 
options 

Mid-America Commodity 

Corn, oats, soybeans, wheat, cattle, hogs, sugar, 

Exchange 

N.Y. silver, silver—1000 oz., gold—33.2 oz. Treasury 
bills, Treasury bonds. 

Minneapolis Grain Exchange 

Wheat, sunflower seeds 

New Orleans Commodity 
Exchange 

Cotton, rice—rough, rice-milled, corn, soybeans 

New York Futures Exchange 

NYSE Composite Index, Treasury bonds, NYSE 

Index Options 

New York Mercantile Exchange 

Potatoes, platinum, palladium, crude oil, heating oil 
(N.Y. & Gulf) leaded reg. gas (N.Y. & Gulf) unleaded 
reg. gas (N.Y. & Gulf). 
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Trading commodity contracts is very similar to trading securi¬ 
ties inasmuch as both are influenced by the forces of supply and 
demand. However, unlike securities, where a company may offer 
a set number of stocks for sale, a commodity contract exists 
whenever there is a buyer and a seller. Contracts exist when both 
the buyer and seller mutually agree to transact business at a given 
price. Thus, there is no limit to the number of futures contracts that 
can be created. 

This brings up an interesting situation: The number of con¬ 
tracts for any particular time frame may exceed the actual supply of 
the commodity. However, as the delivery month draws near, the 
number of contracts tends to decrease naturally. Here's how it 
works: 

A futures contract trades in months, ranging from one year to 
almost three years before the contract expires. Unlike the stock 
market, for which corporations decide how many shares of stocks 
will be available for sale, in the commodities futures industry no 
contracts exist when the trading begins. And no contracts would 
exist if no one was interested in trading. But, as mentioned earlier, 
as soon as a buyer finds a seller, a contract is created. All the buyer 
and seller recognize is that a commodity will be available and they 
want to speculate on price action. 

The process of contract creation can theoretically go on as long 
as buyers find sellers and vice versa. This is an interesting facet of 
the commodities market that also makes establishing positions 
easier. As you are probably aware, going long in the stock market 
simply means buying stock; going long in commodities means 
buying a futures contract that involves the possibility of accepting 
delivery. In stocks, selling short means selling stocks the investor 
does not own; stocks must be borrowed somewhere to deliver 
against the sale. In commodities, however, since contracts can be 
created indefinitely, selling may involve two situations: selling 
short for the purpose of making delivery or selling to liquidate a 
position. 

So how are trades made to eventually balance the number of 
contracts with the commodity supply? The vast majority of futures 
trades are settled by offset (liquidation). In fact, less than 2% of all 
futures contracts that are traded actually result in delivery. Ninety- 
eight percent of the contracts are settled long before delivery is 
even an issue. The speculators, and most hedgers, are offsetting, 
leaving the actual commodity dealers to deal. Contracts that re- 
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main at the time trading ends must be honored through delivery. If 
the deliverable supply of a commodity is greater than the amount 
totaled up in all the open contracts, then prices tend to drop 
because supply exceeds demand. The surplus of a commodity 
brings the buyers of contracts (the longs) under pressure to sell off 
(to liquidate) as many and as fast as possible. Needless to say, the 
selling behavior of the speculative longs becomes increasingly 
aggressive as the delivery month approaches because they have to 
liquidate (offset) or risk taking a delivery. 

On the other hand, if the commodity is in scarce supply, then 
the sellers (or the shorts) would come under pressure to meet their 
obligations. In simple terms, the shorts would not have enough 
commodity to fill all the futures contracts. In the cash market, the 
price would go up because of the scarce supply. But in the futures 
market, whatever contracts go unfilled have to be bought back 
from the longs. Buying a contract back from a long is called cover¬ 
ing. In such a case, the longs could hold out for a favorable price— 
one probably a lot higher than that anticipated by the shorts. 


The Contract 


The contract is a very standardized document that leaves very little 
open to negotiation. About the only thing that is negotiated is the 
price, which is settled on the floor of the exchange. Items that are 
routinely included in the contract include: 

1. the commodity sold, 

2. the quantity, 

3. the grade, delivery point, delivery period, and 

4. the delivery terms. 

Though each category is fairly straightforward, the quantity of 
a commodity needs some explanation. Each commodity futures 
contract has a standardized unit of trading. For example, a round 
lot of grain is 5,000 bushels. Two contracts of grain would be 10,000 
bushels. In soybean oil, 60,000 pounds constitute a contract; in 
soybean meal, 100 tons. Figure 1-2 includes a selected list of com¬ 
modities and their units of trading. Other commodities' units of 
trading are based on the accepted custom and usage of the indus- 



FIGURE 1-2 Trading Units and Other Facts 


Commodity 

Exch. 

Trading 

Time 

(Centrl. 

Time) 

Delivery 

Months 

Contract 

Unit 

Price 

Quoted 

In 

Minimum 

Fluctuation 

$ Value 
of 

Minimum 

Tick 

Daily 

Trading 

Limit 

Com 

CBT 

9:30-1:15 

Z,H,K,N,U, 

5,000 bu. 

e/bu. 

$.0025/bu. 

12.50 

$.10/bu. 

Soybeans 

CBT 

9:30-1:15 

F,H,K,N,0,U,X 

5,000 bu. 

C/bu. 

$.0025/bu. 

12.50 

$.30/bu. 

Soybean Meal 

CBT 

9:30-1:15 

V,Z,F,H,K,N,Q,LI 

100 tons 

$/ton 

10e/ton 

10.00 

$10/ton 

Soybean Oil 

CBT 

9:30-1:15 

V,Z,F,H,K,N,0,U 

60,000 lbs. 

C/lb. 

$.0001/lb. 

6.00 

1C/lb. 

Wheal 

CBT 

9:30-1:15 

N.U.Z.H.K 

5,000 bu. 

e/lb. 

$ 0025/bu. 

12.50 

$.20/bu. 

U.S. T- Bonds 

CBT 

8:00-2:00 

H.M.V.Z 

$100,000 face 

% pts. 

1/32 pt./lOO pts. 

31.25 

64/32 

U.S. T-Notes 

CBT 

8:00-2:00 

H,M,U,Z 

$100,000 face 

% pis. 

1/32 pt. 

31.25 

64/32 

Major Market Index 

CBT 

8:45-3:15 

All Months 

100 times index 

index pts. 

1.25 pt. 

12.50 

none 

Municipal Bond Index 

CBT 

8:00-2:00 

H,M,U,Z 

100 times index 

index pts. 

1/32 pt. 

31.25 

none 

Wheat 

KCBT 

9:30-1:15 

N,U,Z,H,K 

5,000 bu. 

C/bu. 

$.0025/bu. 

12.50 

$.25/bu. 

KC Value Line Futures 

KCBT 

9:30-3:15 

H,M,U,Z 

500 limes index 

index pts. 

.05 pt. 

25.00 

none 

Wheat 

MGE 

9:30-1:15 

N.U.Z.H.K 

5,000 bu. 

C/bu. 

$.0025/bu. 

12.50 

$.20/bu. 

Live Cattle 

CME 

9:05-1:00 

G.J.M.O.V.Z 

40,000 lbs. 

e/lb. 

2.5C/cwt. 

10 00 

1.5c/lb. 

Live Hogs 

CME 

9:10-1:00 

G,J,M,N,Q,V,Z 

30,000 lbs. 

C/lb. 

2.5e/cwt. 

7.50 

1.5c/lb. 

Pork Bellies 

CME 

9:10-1:00 

G,H,K,N,Q 

38,000 lbs. 

C/lb. 

2.5c/cwt. 

9.50 

2.0c/lb. 

S&P 500 Futures Index 

CME 

9:00-3:15 

H.M.U.Z 

500 times index 

index pts. 

.05 pt. 

25.00 

none 

Cocoa 

CSCE 

8:30-2:00 

H,K,N,U,Z 

10 metric tons 

$/ton 

$1.00/m.t. 

10.00 

$88/m.l. 

Coffee ■C- 

CSCE 

8:45-1:30 

H,K,N,U,Z 

37,500 lbs. 

e/lb. 

$.0001/lb. 

3.75 

4c/lb. 

Sugar #11 

CSCE 

9:00-12:43 

F.H.K.N.U.V 

112,000 bs. 

C/lb. 

$.0001/lb. 

11.20 

.5e/lb. 


VO 
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Commodity 

Exch. 

Trading 

Time 

(Centrl. 

Time) 

Delivery 

Months 

Contract 

Unit 

Price 

Quoted 

In 

Minimum 

Fluctuation 

$ Value 
of 

Minimum 

Tick 

Daily 

Trading 

Limit 

Cotton #2 

NYCE 

9:30-2:00 

H.K.N.V.Z 

50,000 lbs. 

c/lb. 

$.0001/lb. 

5.00 

2C/Ib. 

Orange Juice 

NYCE 

9:15-1:45 

F,H,K,N,U,X 

15,000 lbs. 

C/lb. 

$.0005/lbs. 

7.50 

5c/lb. 

U.S. Dollar Index 

NYCE 

8:20-2:40 

H,M,U,Z 

500 times index 

index pts. 

.01 pt. 

5.00 

non© 

Platinum 

NYME 

8:00-1:30 

F.J.N.V 

50 Troy oz. 

$/oz. 

$.10/oz. 

5.00 

$25/oz. 

No. 2 Heating Oil—New York 

NYME 

8:50-2:05 

All months 

42,000 gal. 

S/gal. 

$.0001/gal. 

4.20 

2c/gal. 

Crude Oil 

NYME 

8:45-2:10 

All months 

1,000 bbl. 

$/bbl. 

$.01/bbl. 

10.00 

2c/gal. 

Unleaded Gasoline 

NYME 

8:30-2:00 

All months 

42,000 gal. 

$/gal. 

$.0001/gal 

4.20 

2c/gal. 

Pound Sterling 

IMM 

7:30-1:24 

H.M.U.Z 

25,000 BP 

$/BP 

.05C/BP 

12.50 

non© 

Canadian Dollar 

IMM 

7:30-1:26 

H,M,U,Z 

100,000 CD 

$/CD 

$.0001/CD 

10.00 

non© 

Japanese Yen 

IMM 

7:30-1:22 

H,M,U,Z 

12,500,000 JY 

$/JY 

$.000001/JY 

12.50 

none 

Swiss Franc 

IMM 

7:30-1:16 

H,M,U,Z 

125,000 SF 

VSF 

$.0001/SF 

12.50 

non© 

Deutsche Mark 

IMM 

7:30-1:20 

H.M.U.Z 

125,000 DM 

$/DM 

$.0001/DM 

12.50 

none 

Eurodollars 

IMM 

7:30-2:00 

H,M,U,Z 

$1,000,000 

% pts. 

.01 pt. 

25.00 

1.0 pt. 

U.S. T-Bills (90-day) 

IMM 

7:30-2:00 

H.M.U.Z 

$1,000,000 

% pts. 

.01 pt. 

25.00 

0.5 pt. 

Copper 

COMEX 

8:50-1:00 

F,H,K,N,V,Z 

25,000 lb. 

C/lb. 

$.0005/lb. 

12.50 

none 

Gold 

COMEX 

8:00-1:30 

G.J,M,Q,V,Z 

100 Troy oz. 

$/oz. 

$.10/oz. 

10.00 

non© 

Silver 

COMEX 

8:05-1:25 

F,H,K,N,V,Z 

5,000 Troy oz. 

C/oz. 

$.001/oz. 

5.00 

non© 

NYSE Composite Index 

NYFE 

9:00-4:10 

H,M,U,Z 

500 times index 

index pts. 

.05 pt. 

25.00 

non© 


Key to Contract Months 

1st Year 

Month 

2nd Year 1st Year 

Month 

2nd Year 

tat Year 

Month 

2nd Year 


F 

January 

A 

K 

May 

E 

U 

September 

P 


G 

February 

B 

M 

June 

1 

V 

October 

R 


H 

March 

C 

N 

July 

L 

X 

November 

S 


J 

April 

D 

Q 

August 

O 

z 

December 

T 

Key to Exchange Abbreviations 









CBT 

Chicago Board of Trade 


CSCE 

Coffee, Sugar, & Cocoa Exchange 

IMM 

International Monetary Market 

KCBT 

Kansas City Board of Trade 


NYCE 

New York Cotton Exchange 


(a division of the CME) 

MGE 

Minneapolis Grain Exchange 

NYME 

New York Mercantile Exchange 

COMEX 

Commodity Exchange, Inc. 

CME 

Chicago Mercantile Exchange 





NYFE 

New York Futures Exchange 
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trial commodity. For instance, lumber is traded in units of board 
feet, copper in pounds, precious metals in troy ounces, and so on. 
All orders for these commodities are entered in contracts. Howev¬ 
er, when placing orders in grains, traded in multiples of 5,000 
bushels, the investor must specify the number of bushels, not the 
number of contracts. 

example: A client places an order to buy one contract of wheat, 
which is 5,000 bushels. The broker must enter an order to “buy 5,000 
bushels of May wheat." If the client wants to buy two contracts, the 
order would then read, “buy 10,000 bushels of May wheat." 


Price Quotations 

Quotations are found on the financial pages of many newspapers. 
The commodities are generally categorized as follows: 

1. grains and oilseeds 

2. livestock and meats 

3. food and fiber 

4. metals 

5. industrial products (e.g., lumber and petroleum) 

6. financial 

Figure 1-3 illustrates the Wall Street Journal's futures prices 
page from March 11,1987. The prices on this page are those at the 
close of business on March 10, 1987. To find the daily statistics on 
May 1987 corn, look under the GRAINS AND OILSEEDS section. 
Next to the word Corn is the exchange on which this particular corn 
contract is traded, the size of the contract, and how it is quoted. 
The corn on this particular page is the 5,000-bushel contract that is 
traded on the Chicago Board of Trade. The first column gives the 
delivery month: May 1987. The second column indicates where the 
contract opened: 1581/2 = ($1,581/2 per bushel). The next two col¬ 
umns give the range of trading for the day with the highest price 
(158 3 /4) in column three and the lowest price (1551/2) in column four. 
Column five is the settlement price: 156. This price is established 
by the designated committee of the exchange as representative of 
trading during the official closing period. The sixth column repre- 
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FIGURE 1-3 Sample Futures Page 
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sents the change in price from the previous day's settlement price. 
May 87 com closed 2% cents lower than where it settled on the 
previous trading day. Columns seven and eight indicate the high¬ 
est and the lowest prices for the contract since trading began in this 
particular delivery month. The highest price at which May 87 corn 
has traded is 242, and the lowest price is 149Vi. The last column 
represents the open interest, or the number of open contracts for 
each delivery month, as of the close of business two days earlier. 

There were 51,715 contracts of May 87 corn open on March 9. 
The bottom line of the section contains cumulative volume and 
open interest figures. These statistics are for all delivery months 
combined. The first number is the estimated volume of trading on 
March 10: there were 35,000 contracts of Chicago Board of Trade 
corn traded. Next to that is the actual volume of trading on March 
9: there were 24,273 contracts. The open interest figure of 132,955 is 
also for March 9 and is 366 contracts less than at the close of the 
previous trading session. This open interest figure can be derived 
by totaling the open interest figures that are given for each delivery 
month in column nine. (Note, though, that newspapers do not 
always print all the delivery months for which there are open 
contracts.) 

Minimum Fluctuations 

The minimum amount by which a commodity's price can change is 
established by the exchange on which trading takes place and is 
known as minimum fluctuation, or tick. Depending on the type of 
commodity, prices and their fluctuations can be reported in many 
different ways. 

Grains are quoted in dollars, cents, and fractions of a cent per 
bushel. Price changes are registered in multiples of Vi of one cent 
per bushel, the equivalent of $12.50 per contract. In other words, 
the minimum fluctuation, or tick, in the price of wheat, corn, oats, 
and soybeans is a Vi cent per bushel. 

example: If the last transaction in May wheat was $2.50V2, the mini¬ 
mum change would be to either $2.50Vi or $2.50 3 /i. Or suppose the 
price of com advances from $2.50 per bushel to $2.51. Since there are 
5,000 bushels in each contract of grain, a fluctuation of 1 cent per 
bushel represents the dollar equivalent of $50 (5,000 bushels x 
$0.01 = $50) per contract. Since a 1-cent fluctuation is equal to $50 
per contract, a Vi-cent fluctuation is equal to $12.50 per contract 
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(5,000 bushels x 14 cent = $12.50). Therefore, if the price of corn 
advances from $2.50 to $2.5014 per bushel, the price increase would 
be 14 cent per bushel, or $12.50. 


TRY THIS 

If a customer purchased May wheat at $3.05 and later sold it at $3.121/2, 
how much profit was realized? (Refer to Figure 1-2,Trading Units and 
Other Facts.) 

HERE'S WHY 

Looking at the wheat column in Figure 1-2, you know that a wheat 
contract trades in units of 5,000 bushels, and we just mentioned that it 
is quoted in dollars, cents, and quarters. Each cent move, or point 
value = $50 (5,000 x $0.01), so a 7Vi cent price change is $375 ($50 x 
7.5). 


Other commodities are quoted in cents and hundredths of a 
cent per pound. Soybean oil, coffee, cotton, and sugar are quoted 
this way. Price changes are registered in multiples of l/100th of a 
cent per pound, which is called one point. Since 1 cent obviously 
consists of 100/lOOths, a fluctuation of 1 cent is equal to 100 points. 
The minimum allowable change in the price of these commodities 
is one point. If the last trade in soybean was 17.25 cents, the 
minimum change has to be either to 17.24 cents or 17.26 cents. 

example.- An increase in the price of soybean oil from 17.00 to 18.00 
cents per pound would be a 1-cent-per-pound increase. Since there 
are 60,000 pounds in a contract of soybean oil (refer to Figure 1-2), a 
1-cent-per-pound fluctuation would be equal to $600 per contract 
(60,000 x $0.01 = $600). Therefore, if a price change in soybean oil of 
1 cent per pound is equal to $600 and 1 cent also equals 100 points, 
then each point in soybean oil is equal to $6.00 per contract unit. 


TRY THIS 

Let's see if you were paying attention. Here's a simple one: Many 
nonfinancial futures trade in points. How much does a point repre¬ 
sent? 
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HERE'S WHY 

As we just mentioned, most trading in such contracts is in cents and 
hundredths of a cent per unit. Decimally each hundredth of a cent (a 
point) is $0.0001. That wasn't too hard, was it? 


Com is quoted in cents per bushel. Price changes are registered 
in multiples of Vs of 1 cent per bushel, the equivalent of $1.25 per 
contract. Since a contract of corn contains 1,000 bushels, a fluctua¬ 
tion of 1 cent is equivalent to $10 per contract (1,000 bushels x 
$ 0.01 = $ 10 ). 

Soybean meal, unlike soybean oil, is quoted in dollars and 
cents per ton. Price changes are registered in multiples of 10 cents 
per ton, or $10 per contract. A fluctuation of $1.00 per ton in a 
100-ton contract of soybean meal is the equivalent of $100 per 
contract (100 tons x $1 = $100). 

example: If the last transaction took place at $70.20, the minimum 
change in price must be to at least either $70.10 or $70.30 (a 10-cent 
change per ton). Or if the price of soybean meal advanced from 
$70.20 per ton to $70.80, the 60-cent advance would represent a $60 
increase on the contract, since each increase of 10 cents is equal to 
$10.00 per contract. 

Pork bellies, hogs, and live cattle are quoted in cents and 
fractions of a cent per pound. However, price changes are reg¬ 
istered in multiples of 2.5/100ths of 1 cent per pound, which is the 
equivalent of $9.50 per contract for pork bellies, $7.50 per contract 
for hogs, and $10 per contract for live cattle. 

The arithmetic for these figures is routine. Since a pork belly 
contract contains 38,000 pounds, a one-cent fluctuation is equal to 
$380, and a l/100th-of-one-cent (or 1-point) fluctuation equals 
$3.80 per contract. However, the minimum fluctuation is 2.5/1 OOths 
of a cent or 2Vi points per pound: if 1 point is equal to $3.80 per 
contract, 2Vi points are equal to $9.50 per contract. The least pork 
bellies prices may fluctuate is 2 Vi points at a time. 

example: If the last transaction took place at 36 cents, the minimum 
amount that the pork bellies price can change is to either 36.02Vi 
cents or 35.9772 cents. The 35.97V2-cent price would be shown as 
35.97 cents, and 36.02Vi cents would be shown as 36.02 cents in the 
newspaper. 
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Daily Trading Limits 

As with many other investment or trading vehicles, futures mar¬ 
kets are from time to time jolted by developments that cause 
dramatic short-run price changes. Weather shifts, outbreaks of 
war, and unexpected crop or economic reports are among the 
sparks that set off such price explosions. In an effort to contain the 
effects of these unexpected and potentially dangerous price 
changes on both traders and on the entire futures trading system, 
most U.S. exchanges have established daily trading limits on 
prices. These limits for some of the more active U.S. futures con¬ 
tracts can be found in the last column in Figure 1-2. 

Daily trading limits define the amount by which the price of a 
futures contract can rise above or fall below the previous day's 
settlement price. These limits tend to take the edge off a price panic 
by allowing the market to digest developments in an atmosphere 
that is free of rapidly escalating or declining prices. They also make 
more orderly the clearinghouse process of paying and collecting 
margin funds, because large price changes result in major transfers 
of funds between customers and clearinghouses. These processes 
are discussed in more detail in later chapters. 

In some cases, an exchange may feel that on the basis of its own 
merits a market can trade over the limits. Some exchanges allow 
greater-than-normal limits, or variable daily price limits, during 
periods of extended price volatility. It has been found that limits 
can be an artificial restraint on a commodity that is advancing 
rapidly on its own merit and not as the result of extraordinary and 
temporary circumstances. The variable daily price limits may be 
subject to the approval of the board of directors or managers of the 
exchange. 

The daily limitations on price fluctuations of certain commod¬ 
ities do not apply to trading the current, or spot, delivery month. 
Any removal or modification of daily limits during the spot deliv¬ 
ery month after the first notice day (generally the last business day of 
the month preceding the delivery month) or after a specified time 
applies only to the spot delivery month. The regular daily limits 
remain in effect on all other delivery months trading at that time. 

example; On December 31, the first notice day, the daily limit on 
January delivery soybean meal is removed until the contract expires 
at the end of January. The daily limit of $10 per ton for the March, 
May, July, August, September, October, and December deliveries 
remains in effect. 
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The tact that transactions may only take place within these 
price limits leaves yet another interesting difference between trad¬ 
ing commodities and trading securities. 


TRY THIS 

When trading reaches the maximum daily price limit, what happens 
to subsequent trading that day? 

a. trading may continue at or up to the limit, but not exceed it 

b. trading then continues at the expanded limit 

c. trading is temporarily halted pending a ruling by exchange offi¬ 
cials 

d. trading ceases 

HERE'S WHY 

The answer is (a). Actually, (d) comes close to being true in the 
practical sense; however, there is no bar to trading within the price 
limits and sometimes such trades do occur. Because it takes two to 
make a trade, on the other hand, trading often does cease because one 
side refuses. For example, if the market goes “limit down," potential 
buyers usually pull their bids off the market waiting for still lower 
prices. Even though the sellers may wish to offset their position, they 
find no buyers at prices within the limits. 

TRY THIS 

When are trading limits normally removed? 

HERE'S WHY 

Limits are removed on the first delivery day of a particular contract (or 
a day approaching this time as determined by the rules of the ex¬ 
change). This is considered the final month, or spot month, of the 
contract. During this time, transferable notices for delivery and 
notices of intention to deliver are often issued. For example, the 
normal daily limit on soybean oil of 1 cent per pound is removed 
during the spot delivery month on and after the first notice day. The 
objective of this is to avoid creation of a situation showing widely 
disparate prices between spot month futures prices and prices in the 
cash markets that have no limits. 
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Commission Rates 

Commissions in commodities are paid only after both the buying 
and selling of transactions are completed. Commissions are in¬ 
curred on a roundturn basis. This is the practice of charging a single 
commission to both buy and sell a futures contract. This is still 
another difference in commodity trading when compared to the 
trading of securities. When you buy a contract, the commission 
may not be charged until you have liquidated your position by a 
subsequent sale in the same delivery month or until you take 
delivery. Also, commissions are usually established on the unit of 
trading rather than on the dollar value of the contract. 

Although all commissions are subject to negotiation, most 
brokerage firms operate on a two-tier system. Less active custom¬ 
ers tend to come under "house rates," a schedule of rates that a 
brokerage firm feels provides adequate profit for low-volume 
accounts. Although house rates vary, it is reasonable to assume 
that a typical roundturn rate of commission under the house sche¬ 
dule will be $40 to $80 per contract. For those accounts where high 
volume justifies negotiation, commission rates can be as low as $15 
to $25 per contract. 

A day-trade commission, for example, may be charged when a 
position is established and closed on the same day. These commis¬ 
sions are approximately half the normal roundturn rate. 

A spread commission is charged during a transaction when the 
purchase of one delivery and the sale of another delivery in the 
same commodity is initiated and closed at the same time. This type 
of commission is usually less than the commission charged on two 
contracts but more than the commission charged for a net long or 
short. The term "usually" is necessary because, with negotiated 
commissions, sometimes the outright sale is so low that it is im¬ 
practical to lower it further for spreads. 


TRY THIS 

Commissions on futures transactions are: 

a. fixed by the Commodity Futures Trading Commission 

b. fixed by each exchange 

c. negotiable only for hedgers 

d. totally negotiable 
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HERE'S WHY 

Yes, you read and remember very well. The answer is (d). This has 
been so since 1978. 


Risks 


Many novice futures traders (and even some professionals) 
erroneously think that the primary reason that futures trading is 
notoriously risky is that futures prices are more volatile than are 
prices in other investment arenas. However, statistical analysis 
shows that the volatility of futures prices is approximately the 
same as that of equity prices, for example. What makes futures 
trading a risky affair is the low margin required and the resulting 
high leverage. If we were able to trade common stocks on thin 
margin, they too would be considered very risky investments. In 
the 1920s, listed equities were traded with margin requirements 
comparable to those in today's futures markets. Economists and 
historians still disagree on the extent (if any) to which this leverage 
contributed to the stock market crash of 1929 and the subsequent 
Great Depression. 

As is explained in greater detail in Chapter 2, every holder of a 
long or short contract must deposit with his or her brokerage house 
a certain amount of money to guarantee performance on the con¬ 
tract. This deposit is known as margin, and its size plays an impor¬ 
tant role in the explanation of why futures trading can be both very 
risky and very profitable. 

Leverage, the ratio of an investment's full value to the amount of 
capital that is required to own or to control it is also a risk factor 
when trading in futures. For example, if we buy something worth 
$100 by putting up a deposit of $50, our leverage is 2:1. If we pay for 
something in full, the leverage is 1:1. In futures trading, the avail¬ 
able leverage is often 10:1 to 20:1, or more. It is important to realize 
that the greater the leverage, the smaller the price move that is 
required to bring about the same percent change in the value of the 
investment. 

The subjects of margin, leverage, and risk are quite complex 
and often misunderstood in connection with futures trading. Be¬ 
cause of their complexity, these concepts are discussed further in 
Chapter 7. 
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Hedging 


Hedging is the use of the futures market to reduce the risk of a cash 
market position. It involves entering into a futures transaction that 
is a temporary substitute for a similar transaction in the cash 
market. This futures market position is the opposite of the net 
position in the cash market and serves to negate or minimize the 
risk of this position. 

Successful hedging is dependent on a close ongoing rela¬ 
tionship between the price of the cash commodity or financial 
instrument and the price of a futures contract. The closer the 
relationship, the more effective the hedge. However, we know 
that there is never a perfect correlation between cash and futures. 
There is always the risk that a negative change in cash prices will 
not be fully matched by an offsetting change in futures prices. The 
resulting change in the basis exposes the hedger to both risk and 
opportunity. The essence of hedging is that the hedger substitutes 
this basis risk for the usually far greater risk of having an unpro¬ 
tected position in the cash market. 

Futures contracts have been found to satisfy the criteria for a 
means of reducing risk: They are highly liquid instruments that can 
be entered into or liquidated on short notice at almost all times. 
They are "paper" transactions that do not interfere with regular 
business operations. The credit exposure is always to a futures 
clearinghouse (see Chapter 4). Finally, low margins and commis¬ 
sions make them a relatively inexpensive source of price protec¬ 
tion. 

The role of the futures market, therefore, is to provide a tem¬ 
porary, flexible means of reducing risks. For example, a dealer may 
have an inventory of bonds, half of which have been sold at a 
favorable price. Rather than risk exposure to a price decline on the 
uncovered half, he or she can sell the appropriate number of 
futures contracts. If prices decline, the short position in the futures 
market will "shelter" the loss on the inventory. As the dealer 
arranges to sell more of the inventory, the futures market position 
will be reduced. 


Regulation of Futures Trading 

Successful futures markets require effective regulation. Markets 
cannot flourish without a large and diverse group of participants. 
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and the group will not remain either large or diverse for very long if 
some participants are permitted to take systematic advantage of 
others. 

The varied interests and concerns of different market partici¬ 
pants make regulation of futures markets a multifaceted challenge. 
For example, the removal of a particular grain elevator from the list 
of permissible delivery locations for com would be of no conse¬ 
quence to retail commission houses and their customers but 
would be of great interest to many people in the grain trade. On the 
other hand, grain-market professionals would be unconcerned 
about changes in customer margin procedures that might seriously 
affect commission-house business. Likewise, floor brokers would 
likely pay little attention to either delivery locations or margin 
procedures for nonmembers but would take keen interest in reg¬ 
ulations that affect record-keeping or trading details on the ex¬ 
change floor. 


Commodity Futures Trading Commission 

Reconciling the often diverse interests of varied groups to ensure 
fair and efficient futures markets is a task that is shared in the 
United States by the federal Commodity Futures Trading Commission 
(the CFTC, or the Commission) and the futures industry itself. The 
basic approach can be described as supervised self-regulation. The 
CFTC has ultimate authority over the entire U.S. futures industry, 
but in practice it relies heavily on industry participants to develop 
and implement effective procedures for the prevention of market 
abuses. The CFTC continually monitors these self-regulatory 
efforts to ensure that they are in accord with the Commission's 
overall guidelines. 

Both the theory and the practice of modern futures market 
regulation in the U.S. can be better understood with some knowl¬ 
edge of how the regulatory framework evolved to its current state. 
This evolution has naturally paralleled that of the futures industry 
itself. It has been motivated by changing business practices and by 
concerns over the years about various abuses—some actual, some 
possible, and some imaginary. The present legislation evolved 
through a number of Congressional actions, some of which are 
highlighted on the following pages. 
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Legislative Acts 

The Grain Futures Act of 1922 was an attempt by the United States 
government to bring the widespread speculation in grain futures 
under control. This act enabled the government to deal with the 
exchanges themselves rather than with the traders. Investigatory 
powers and enforcement were the responsibilities of the U.S. 
Department of Agriculture. The Commodity Exchange Act of 1936 
increased the scope of the previously legislated act of 1922. 

In 1968, Congress made additional changes in the act. The most 
forceful change affected the futures commission merchant (FCM), 
which is any person or organization that buys or sells futures 
contracts for a customer on commission. An FCM must meet 
specified minimum financial standards. Amendments were added 
to try to bring commodity trading under stricter control. 

However, after the 1968 amendments, the existing regulations 
appeared to be inadequate. The dollar value of futures trading in 
all commodities, both regulated and not regulated, rose to $500 
billion on an annual basis in 1973. 

Congress then passed the Commodity Futures Trading Com¬ 
mission Act of 1974, which created an independent Commodity 
Futures Trading Commission (CFTC) similar to the Securities and 
Exchange Commission (SEC). The CFTC replaced the regulatory 
agency that had been under the Department of Agriculture. 

The CFTC's main responsibilities include close regulation of 
FCMs and protection of FCM customers. The CFTC designates 
exchanges, and approves and regulates all commodities traded on 
any exchange. The act gives broader authority to the Commission 
by expanding the definition of commodities to include all items 
that are traded for future delivery on a recognized exchange. This 
increased the regulatory arm to include previously unregulated 
commodities such as coffee, sugar, metals, and so on. All newly 
introduced contracts require CFTC approval. 

The 1974 act requires the Commission to oversee the registra¬ 
tion and regulation of FCMs and associated persons (APs). The CFTC 
is also required to register and regulate commodity trading advisors 
(CTAs) and commodity pool operators (CPOs). 

In addition, the Commission is required to regulate transaction 
activities on all contract exchanges in order to provide for an 
orderly flow of transactions, to control speculation, and, ultimate¬ 
ly, to protect the investor. 
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The Commission also has authority to go into any U.S. District 
Court to obtain an order requiring an exchange or any person to 
desist from violating any of the act's provisions or any rules or 
regulations set down by the Commission. The Commission may 
issue cease and desist orders and is authorized to assess penalties 
of up to $100,000 for each violation. It has the authority to suspend 
or terminate any individual's or corporation's participation in the 
futures markets. It limits the size of any speculative position. 


National Futures Association 

The National Futures Association (NFA), formed in 1982 by an act 
of Congress, is an industry-wide, self-regulatory body that is self- 
financed through membership dues and other revenues from us¬ 
ers of futures markets. NFA's two main objectives are: 

1. to regulate areas of the futures community previously outside 
the scope of exchange regulation; and 

2. to control regulatory expenses by eliminating duplication, over¬ 
lap, and conflict among governmental and other self-regulatory 
programs. The NFA has been given the powers to enforce 
compliance, as well as to monitor for it. 


TRY THIS 

Which of the following is NOT a responsibility of the CFTC? 

a. designation of an exchange as a contract market 

b. registration of all associated persons 

c. fixing position and trading limits 

d. testing registered commodities representatives 

HERE'S WHY 

If you chose (d), you have obviously been following very closely and 
are correct. Currently, the examinations are created by an industry 
committee and administered by the National Association of Securities 
Dealers. 
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TRY THIS 

We'll end this chapter with a very simple one. What organization does 
the National Futures Association most resemble, by virtue of its func¬ 
tions and powers? 


HERE'S WHY 

Right again—the National Association of Securities Dealers (NASD) 
because of similar self-regulatory powers. Both have powers devolved 
on them by the regulatory agencies established by Congress. 



2 

The 

Mechanics of 
Trading 

How futures are traded and how deals are made are similar in 
many ways to how stocks are traded on the securities exchanges. 
Rules and regulations must be followed, market conditions must 
be observed, and certain strategies must be planned. This chapter 
deals with some of those issues and characteristics of trading 
futures. It also discusses the processes of opening and maintaining 
an account. 


Organizational Structure of the 
Futures Commission Merchant 

The futures brokerage industry is a large network of approximately 
400 futures commission merchants (FCMs) with more than 50,000 
sales representatives who operate out of branch offices throughout 
the world. These FCMs, basically firms that handle customer 
orders or supervise those that do, act as the conduits through 
which travel all of the transactions executed on the U.S. futures 
exchanges as well as in foreign markets. The futures commission 
merchants, most of whom have membership privileges on one or 
more major U.S. futures exchanges, also act as member-brokers for 
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nonmember retail and institutional customers. As such, an FCM 
transmits customer orders to the exchange floors, arranges for 
their execution, and acts as the clearing agent for its customers' 
transactions. Some FCMs handle only futures business; others 
offer a full range of brokerage services that includes stocks, bonds, 
and other financial instruments. Although FCMs have become 
more diversified in recent years, the main line of business for most 
continues to be providing order execution, bookkeeping, and 
clearing functions in exchange for commission fees. 

The central processing “plant” of most brokerage firms is a 
headquarters office that is located in New York or Chicago. While 
most orders originate from the branch offices that are spread across 
the country and around the world, the processing, bookkeeping, 
and margin functions are generally housed in the headquarters 
office. Organizational structure varies among the many FCMs, but 
the following provides a general description of the major working 
departments. 


New Accounts Department 

Most new accounts are brought into an FCM by account executives 
who operate from local branch offices. The account executive's job 
is to be sure that customers understand the risks associated with 
futures trading and that they are financially qualified to bear those 
risks. The account executive arranges for the full and accurate 
execution of all new account documents by the customer and 
forwards these documents to the new accounts department in the 
headquarters office. The new accounts department reviews the 
documents and, after performing a credit check on the prospective 
customer, assigns him or her an account number. 


Margin Department 

Once the new account is open and adequate funds are on deposit 
with the FCM, the margin department sets the account's margin 
requirements and grants approval for trading. After trading be¬ 
gins, this department both monitors the account to be sure that it is 
always adequately funded and issues margin calls (the customer 
must deposit additional money in the account) if and when de- 
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ficiencies occur. The margin department, along with senior man¬ 
agement, decides what action is to be taken when margin calls go 
unanswered. It also has responsibility for approving all withdraw¬ 
als of funds from customer accounts. Margin accounts are dis¬ 
cussed in detail later. 


Floor-and-Order Department 

The job of the floor-and-order department is to provide for the 
roundtum communication and execution of all orders that are 
generated by branch offices and trading departments. Orders 
reach the trading floors in one of two ways: by wire or by tele¬ 
phone. Many of the large, multiproduct brokerage firms make use 
of their own wire systems, which are vast electronic communica¬ 
tions networks that connect every branch office with the trading 
floors. Orders are handed by the account executive to an order 
desk in the branch office where they are typed on a machine that 
automatically transmits them to a receiving station on the trading 
floor. On the trading floor, the order is torn off the machine and 
taken by a runner into the trading pit for execution. Once filled, the 
order is reported to the branch office by a sending machine on the 
trading floor. This cycle generally takes a matter of minutes 
although, in extremely busy markets, account executives have 
been known to wait hours for reports from the floor. Orders that 
are more time- or price-sensitive are usually placed by telephone 
directly to booths on the trading floor. 


Data Processing Department 

Once executed and reported back to the customer, all filled orders 
are sent to the data processing area of the firm. Here, transactions 
are keypunched and entered into the computer system. From the 
computer flow a number of reports and statements that confirm 
the details of the transaction. Confirmations and purchase and sale 
statements are generated and sent to the customer as well as the 
customer's account executive. Equity statements that detail the 
account 7 s position and margin status are forwarded to the account 
executive and to the margin department. Transaction statements 
are compiled and sent to the clearing department, which ensures 
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that all trades have been properly recorded at the various clearing¬ 
houses and that payments to or collections from the clearing¬ 
houses are executed. Timely and accurate data processing is crucial 
to the successful operation of an FCM. It ensures that: 

1. the customers and their account executives are always aware of 
the status of the customers' accounts, 

2. the margin department is able to monitor problem situations, 

3. senior management is aware of the firm's total customer posi¬ 
tion and, therefore, its exposure, 

4. the FCM is always in proper balance with the various clearing¬ 
houses, and 

5. all necessary reports are filed with exchanges and regulatory 
agencies. 

Delivery Department 

This department handles all deliveries and receipts of physical 
commodities that arise from futures contracts, as well as cash 
settlements for those futures that do not require physical delivery. 
It determines that exchange-approved inventories are on hand, 
processes and issues delivery notices, makes payment for and 
receives delivery of exchange-approved commodities and financial 
instruments and, in general, keeps all relevant areas of the firm 
informed of delivery dates and procedures. Chapter 4 discusses 
this department in more detail. 

Another major area of the FCM is the sales division, which has 
responsibility for branch-office management, marketing and sales 
development, and research. The research department has the re¬ 
sponsibility for publishing periodic reports on factors that influ¬ 
ence the prices of various futures markets. Other internal depart¬ 
ments include personnel, accounting, legal, and compliance. 


TRY THIS 

Any individual partnership, association, or corporation that buys or 
sells futures contracts on commission is best described as a (an): 


a. associated person 

b. futures commission merchant 
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c. commodity trading advisor 

d. commodity pool operator 

HERE'S WHY 

The correct answer is quite simply (b). Most well-known brokerage 
firms who are members of an exchange are called futures commission 
merchants (FCMs). 


The Market 

Futures markets today are among the most efficient and liquid 
investment mechanisms in existence. The greater the number of 
participants in any market, the greater is that market's liquidity. 
Buyers are forced to compete with one another, as are sellers. In 
highly liquid markets, the spread between the buyers' bid prices 
and seller's asking prices at any time is driven down by this 
competition. Thus, the size of the bid/ask spread is a good measure 
of market liquidity. 

In today's futures markets, bid/ask spreads can represent as 
little as 0.1% or less of the price of the commodity or financial 
instrument. For instance, if gold is trading at about $400.00 per 
ounce, a typical quote from the futures trading floor might be 
$400.00 bid, $400.20 asked. This means that buyers are presently 
willing to pay $400.00 per ounce and that sellers are willing to sell 
at $400.20 per ounce. With ample volume on both sides of the 
quote, sellers are reasonably assured that the lowest price at which 
they will sell is $400.00. Needless to say, quotes will change in 
time, but at any moment the bid/ask spread is likely to remain at 
about 20 cents per ounce. This 20 cents equates to less than 0.1 % of 
the price of gold. Compare this with the securities market, where a 
stock trading at $50.00 per share might have a bid/ask spread of 25 
cents. This equates to 0.5% of the price of the stock. Compare it 
again, to the real estate market where the bid/ask spread on a 
$200,000 house might be as great as $20,000, which equates to 10% 
of the price. The bid/ask spread in futures markets, and therefore 
the liquidity of these markets, has few rivals in the trading world. 
As mentioned earlier, it is this high degree of liquidity that has 
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helped futures trading gain such a prominent role in commerce 
and finance. 

Futures markets today are more active and more economically 
beneficial than at any other time in their history. Among their most 
important functions, futures markets provide the following: 

1. A mechanism for shifting price risk from those who do not want this risk 
to those who do want it. As we discussed in Chapter 1, shifting 
risk is one of the reasons for the birth of the futures contract. 
One important byproduct of this risk shifting is the enhanced 
creditworthiness of commercial enterprises, which would 
otherwise be more vulnerable to price fluctuations. Banks and 
other funding sources are prepared to extend more favorable 
financing terms to individuals and to organizations that are less 
exposed to possible changes in the prices of their products or 
raw materials. This translates into reduced financing costs that, 
in turn, lead to lower prices for consumers and to a more 
efficient economy. 

2. Increased price stability. Critics of futures markets often claim 
that futures trading leads to abnormal price volatility, but the 
facts say otherwise. Numerous studies have supported the 
premise that liquid futures markets increase price stability. 

3. A forum for price discovery. Each day, the prices of contracts that 
are traded on futures exchanges reflect, and make public, the 
broad consensus of what the worth of commodities and finan¬ 
cial instruments will be at various times in the future. This 
allows more sensible planning by industry participants than 
would be possible without access to such unbiased consensus 
forecasts. 

4. Order in the trading practices of diverse market participants. Futures 
markets provide a central reference point for prices to all those 
interested. The markets provide rules and regulations that 
promote fair and orderly trading conditions. 

5. A forum for collection and dissemination of information. This free 
and open distribution of information affecting prices enables 
traders to compete on nearly equal terms. Insider information is 
at a minimum, and prices tend to reflect as accurately as possi¬ 
ble all the known forces that influence the supply of and de¬ 
mand for the financial instrument or commodity. 
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Successful Futures Contracts 

Since the beginning of futures trading, contracts have been de¬ 
vised for a large number of underlying commodities and financial 
instruments. Many of these contracts have succeeded, but, also, 
many have failed. Frozen pork belly futures are active while bone¬ 
less-beef futures are dormant. Silver and copper futures thrive 
while aluminum futures languish. Eurodollar futures are vastly 
more successful than certificate of deposit futures. It is interesting 
to ponder why one futures contract succeeds and another fails— 
why one has an average daily trading volume of 100,000 contracts, 
for example, while another has less than 500. The following have 
been found to be the most important characteristics that make 
futures contracts successful: 

1. The supply of and demand for the product or financial instru¬ 
ment must be large. Otherwise, too few people will care about 
the price to generate the broad interest that is needed to sustain 
active futures trading. This explains why, for example, corn 
futures trade far more actively than rye futures and why the 
enormous success of U.S. Treasury bond futures would not be 
repeated if an exchange introduced a futures contract on Mil¬ 
waukee general revenue bonds. Large supply is also an impor¬ 
tant deterrent to price manipulation. Consider that both hedg¬ 
ers and speculators (discussed in Chapters 7 and 8) would be 
reluctant to trade contracts that could easily be manipulated by 
others with greater financial resources. 

2. Different units of the underlying item must be interchangeable. 
This is a prerequisite for the development of standardized, 
transferable contracts, which are, in turn, a prerequisite for 
active, liquid markets. One of the great advantages of futures 
contracts is that traders need not worry about which particular 
Treasury bill or bar of gold they are trading. Once the contract 
specifications are agreed upon, all contracts are equivalent. 
Certain potentially useful futures contracts (such as real estate 
futures) have never been developed because of the inability to 
standardize units. 

The items that underlie a successful futures contract need 
not, and indeed cannot, be strictly uniform, as the live cattle and 
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live hog futures contracts prove. One hog is not identical to 
another in the same sense that every Swiss franc is identical to 
every other. What is important is a degree of standardization 
that is both narrow enough to be consistent with commercial 
realities and broad enough to include the required breadth of 
supply. A contract specifying delivery of "a hog” would never 
get far. Few buyers would, so to speak, purchase a pig in a poke. 
On the other hand, a futures contract specifying that the hog 
must weigh exactly 185 pounds and be 221 days old would be 
too restrictive to permit liquid trading. Striking the correct bal¬ 
ance between standardization and breadth of supply is one of 
the major challenges for designers of futures contracts. 

3. Pricing of the underlying item must be determined by free 
market forces, without monopolistic or governmental control. 
No single buyer, seller, or regulator should have such influence 
on prices. This is one reason why there is no Moscow Futures 
Exchange. When prices are fixed by the government there is 
little incentive to hedge because the price will not change except 
by government decree. 

This situation may sound appealing from a planning per¬ 
spective, but problems arise if the price that has been fixed by 
the planning authorities is too high or too low. Expected future 
prices not only permit planning—they also influence planning. 
For example, if a government agency sets the price of soybeans 
too high, farmers will produce a huge surplus; if it sets the price 
too low, there will be a shortage. The economic advantage of 
freely traded futures markets is that they are more likely than 
are centralized planners to react appropriately to changing mar¬ 
ket conditions and outlooks and are more likely to help keep 
supply and demand aligned. Few things highlight the differ¬ 
ence between free market economies and planned economies 
more starkly than the existence of thriving futures markets in 
the former and their complete absence in the latter. 

4. Prices must fluctuate. If they are stable, or almost so, then there 
is no incentive for hedgers to hedge and no incentive for specu¬ 
lators to participate in the market. Interest rate futures would 
not have been as successful in the 1950s as they have been in the 
1970s and 1980s because the stability of interest rates during the 
earlier era would have been a disincentive to both hedgers and 
speculators. 
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5. The contract should have the support of commercial interests. 
Hedgers contribute greatly to the volume of trading in any 
futures contract. Their activities, including the making and the 
taking of delivery, also provide an important link to the under¬ 
lying cash market, without which prices might be subject to 
disruptive speculative forces. Of particular importance here is 
participation by dealers. Dealers are those who trade the under¬ 
lying commodity or financial instrument for short-term profit 
and are an important lubricant in the machinery of any market. 
Once they come to use a futures market as a central pricing 
point, its success is virtually guaranteed. 

6. The futures contract must be supported by a well-capitalized 
group of traders on the exchange floor. This is particularly 
important from the perspective of commercial hedgers, who 
tend to trade in large quantities and expect enough liquidity on 
the exchange floor to accommodate these quantities. If this 
liquidity is not present, an exchange will have difficulty attract¬ 
ing the commercial participation necessary for a contract's suc¬ 
cess. 

7. The futures contract must be sufficiently different from other 
existing contracts to attract speculative participation. "Me-too" 
contracts are all but doomed to fail, as we've seen time and 
again since the mid-1970s when the success of interest rate and 
stock index futures contracts spawned a multitude of unsuc¬ 
cessful financial contracts. From the perspective of most specu¬ 
lators, one long-term interest rate futures contract is pretty 
much the same as another. Fixed-income professionals may 
distinguish between 10-year and 7-year Treasury notes, but few 
speculators care about the difference. When a particular type of 
futures contract (e.g., soybeans, long-term U.S. government 
interest rates) is established and active, it is very hard to induce 
speculators to forego existing liquidity and trade another con¬ 
tract that is simply a slight variation on the established theme. 

These characteristics are crucial to the success of a futures 
contract, but they certainly do not ensure success. Futures con¬ 
tracts are products, like automobiles and tickets to baseball games, 
and products seldom sell themselves. Effective promotion is usual¬ 
ly necessary, and some futures exchanges are better than others at 
promoting their contracts. The time of a contract's introduction is 
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also important. Futures exchanges must compete with securities 
exchanges, the real estate market—essentially the entire spectrum 
of trading and investment possibilities. If opportunities abound 
elsewhere, a new futures contract may have difficulty attracting 
attention and participation. Weighing all these factors to develop 
and maintain a roster of active contracts is one of the key chal¬ 
lenges that every exchange must face. Exchanges that adapt ex¬ 
isting contracts or that introduce appropriate new contracts as 
economic conditions change will thrive; those that are less respon¬ 
sive will languish or even disappear from the futures scene. 


TRY THIS 

Is the following statement true or false? 

A scarce supply of the actual commodity generally causes futures 
prices to rise. 

HERE'S WHY 

Generally, an abundance of a commodity, for example, a “bumper 
crop," is bad for the long (buy) and good for the short (sell) as prices go 
down when supply exceeds demand. A scarcity obviously has the 
reverse effect. 


Now that you are aware of the basic organizational structure of 
the brokerage firm, and what impact the futures market has on 
traders, and vice versa, it's time to discuss the customer account. 
As you have read, the success or failure of a futures contract has a 
direct impact on the investor. Equipped with that knowledge, or 
warning, you can now open an account! 


Types of Commodities Accounts 

Commodity Futures Trading Commission regulations require that 
commodity accounts be divided into certain classes. Brokerage 
firms abide by this rule and have found that categorizing accounts 
also helps their bookkeeping procedures. Although the actual 
names and numbers of the classes vary from one firm to another, 
there are still three basic tvpes: 
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1. Class 1—regulated 

2. Class 2—nonregulated 

3. Class 3—spot cash 

Class 1—Regulated Accounts 

These accounts deal in all commodities traded on domestic ex¬ 
changes and that consequently come under regulation of the 
CFTC. 

Class 2—Nonregulated Accounts 

This class of accounts deals in commodity products not under 
control of the Commission; that is, commodities traded on foreign 
exchanges. For example, gold or flaxseed traded on the Winnipeg 
exchange or cocoa, coffee, silver, or rubber traded in London are all 
nonregulated. 

Class 3—Spot Cash Accounts 

This classification is used in the event that an investor actually 
receives or makes delivery of the physical commodity. Use of this 
type of account is usually reserved for hedgers. 


TRY THIS 

Match the following futures contracts with the type of account it is: 
regulated or nonregulated. 

Gold (New York) 

Deutsche marks (Chicago) 

Gas oil (London) 

Eurodollar (Singapore) 

HERE'S WHY 

Gold (New York) regulated 
Deutsche marks (Chicago) regulated 
Gas oil (London) nonregulated 
Eurodollar (Singapore) nonregulated 
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Only commodities traded on a U.S. market are CFTC reg¬ 
ulated. Thus, the Singapore Eurodollar is unregulated when 
traded on a market outside the United States, but, when traded on 
the International Monetary Market of the Chicago Mercantile Ex¬ 
change, it is regulated. The same is true for other commodities that 
trade in the U.S. as well as foreign exchanges (gold, sugar, cocoa, 
and so forth). 


Types of Transactions 

Transactions are divided into two categories. This is usually done 
for determining margin and for easy reporting. 


Type 1—Regular Account 

This includes any and all transactions that are not part of a spread 
or straddle (the purchase of one commodity future and the sale of 
another). 


Type 2—Spread Account 

Commodity transactions not grouped in a Regular Account must 
be for a spread and belong to this type. The differentiation is made 
because transactions in this type of account qualify for reduced 
commission rates and lower margin rates. 


Opening an Account 

Though the details of procedure and the specific forms used in 
opening an account vary from firm to firm, the general process is 
pretty much the same throughout the industry. Some firms solicit¬ 
ing or accepting commodity business from customers are also 
members of the New York Stock Exchange and are required to 
follow the same rules and regulations as in the opening of a stock 
account. Firms handling commodity business who are not mem¬ 
bers of the NYSE are not necessarily bound by these regulations. 
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but as a general rule they do follow the same basic procedures in 
opening an account. 

To open a new account, a customer must fill out a new account 
report form, a sample of which can be seen in Figure 2-1. Essential 
information such as name, address, telephone number are 
obviously necessary for the broker to have on file. However, other 
information, such as financial data, is used to help determine the 
suitability of the customer to trade futures. Along these lines, the 
CFTC requires that every new account sign a risk disclosure state¬ 
ment (see Figure 2-2) that spells out some of the risks associated 
with futures trading. 

A new customer must also sign the customer agreement 
(shown in Figure 2-3), which details the rights and duties of the 
FCM. It covers every aspect of the client/FCM relationship—from 
margin and delivery procedures to the rights of the FCM in the 
event of your death. 

Just as an aside, the customer and the broker must adhere to 
the New York Stock Exchange Rule 405 "Know Your Customer," a 
regulation applying to all commodity accounts carried by NYSE 
members. Under this rule, the brokerage firm should know enough 
about a customer to determine that it wants to do business with 
that customer. It should know that the customer has not only the 
financial responsibility for his or her trading actions, but also the 
willingness to act on obligations incurred. All commodity brokers 
must, under the suitability concept, "know their customers." 

Because the risk is so much greater in trading futures contracts 
than it is in buying and selling securities, you have to be very 
carefully and forcefully advised when opening an account. This is 
one of the main reasons for the risk disclosure statement. The risk 
is so much greater, in fact, that the CFTC requires FCMs to give 
each new customer a strongly worded statement that basically 
says: "A person who does not have extra capital he can afford to 
lose should not trade in the futures market. No 'safe' trading 
system has ever been devised, and no one can guarantee you 
profits or freedom from loss. In fact, no one can even guarantee to 
limit the extent of your loss." 

When you do go, as a customer, to discuss opening such an 
account with your broker, if you are not given the third degree and 
presented with such warnings and advisories, then by all means, 
seek out another broker—one you can trust to do things right for 
you, from the beginning. 
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FIGURE 2-1 New Account Report 


NEW ACCOUNT REPORT 


-Customer's Age. ir undid Twenty. nvE_ 


Occupation and Employe*-—.. -—- 

Introduced to Registered Representative bv--- 

Name or Bank Reference. .. - ---—- 

Other References- .—-.- 

Other Brokers 4 Ip Any I ... -- 


Type op AccountQ Stock 

u Commodity 


Initial Transaction 


3 Cash 
3 Margin 


-How LONQ HAVE YOU KNOWN CLIENT!- 


STOCK TO at TRANSPERREB* YES Q NO Q IP BO. PRINT 
PROPER INRCRIPT.QN R PORWARDING ADDRESS BELOW 


Margin Deposited ... .. - -- 

Signature Caro given TO--—... 

Stock Loan Card given to -- . — - - --- 

Customer s Agreement given to — _ .- 



(Use Uniform Abbreviations where pobbiblr) 


NEW ACCOUNT REPORT 


Customer • Full Signature For Identification Purposes) 


IS ACCOUNT BEING OPERATED BY PERRON OTHER THAN THE OWNER)__ 

IP BO. HAB PROPER POWER OP ATTORNEY BEEN EXECUTED AND PLACED ON PILE IN MAIN OPPICET- 

IP BO. GIVE FOLLOWING INFORMATION TOR PERSON OPERATING ACCOUNT: 

i a i Nature of business-....____ _- 


iai By which regularly employed_ 


Signature card signed by all officers, etc 


Corporation-Resolution: Copy of charter 


woman s account-Nams of hubbano: By whom employed: Occupation 


ADDITIONAL INFORMATION 



Joint Account 

Accounts can be opened by two or more individuals who have a 
joint interest in the account—hence, the name joint account. It is 
required that each participant sign an individual account form as 
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FIGURE 2-2 


Risk Disclosure Statement 


RISK DISCLOSURE STATEMENT 

Account No. 


This statement is furnished to you because rule 1.55 cf the Commodity Futures Trading 
Commission requires it. 

The risk of loss in trading commodity futures contracts can be substantial You should therefore 
carefully consider whether such trading is suitable for you in light of your financial condition In 
considering whether to trade, you should be aware of the following 

1 You may sustain a total loss of the initial margin funds and any additional funds that you 
deposit with your broker to establish or maintain a position in the commodity futures 
market If the market moves against your position, you may be called upon by your broker to 
deposit a substantial amount of additional margin funds, on short notice, in order to 
maintain your position. If you do not provide the required funds within the prescribed time, 
your position may be liquidated at a loss, and you will be liable for any resulting deficit in 
your account 

2 Under certain market conditions, you may find it difficult or impossible to liquidate a 
position This can occur, for example, when the market makes a limit move '' 

3. Placing contingent orders, such as a "stop-loss " or "stop-limit" order, will not necessarily 
limit your losses to the intended amount, since market conditions may make it impossible to 
execute such orders 

4. A spread position may not be less risky than a simple "long" or "short" position. 

5 The high degree of leverage that is often obtainable in futures trading because of the small 
margin requirements can work against you as well as for you. The use of leverage can lead 
to large losses as well as gains 

This brief statement cannot, of course, disclose all the risks and other significant aspects of the 
commodity markets You should therefore carefully study futures trading before you trade. 

I HAVE RECEIVED A COPY OF THIS RISK DISCLOSURE STATEMENT. HAVE READ IT, AND 
UNDERSTAND IT 

THIS FORM MUST BE SIGNED AND DATED 
Customer Signature Date 


Date 


well as a joint account agreement form. A sample of the joint form 
is shown in Figure 2-4. 

This account can be in the name of both husband and wife, for 
example, or in the name of two or more other related or unrelated 
persons. They can be as joint tenants with rights of survivorship or 
as tenants-in-common. 

In the former case, upon the death of either of the joint tenants, 
the entire interest in the account is vested in the survivor or 
survivors. The estate of the deceased has no claim on the account. 

With a tenants-in-common account, each participant has a 
fractional interest in the account. This means that if one of the 
tenants-in-common should die, the estate of the decedent con¬ 
tinues to have the same fractional interest in the account. 
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FIGURE 2-3 Customer Agreement 


BROKER & CO. 


CUSTOMER S AGREEMENT 




1 I jgrte at (•llowi with respect to oil of my accownu. m which I have an interest alane or with others. which I have opened or open in the future with 
you lor the purcnase and tale of tecuntiet and commodities 

2 I am of full age and represent that I am not an rmploree of any exchange or of a Member Firm of any Eichange or the NASD, or of a bant mm company, 
or insurance company and that I will promptly notify you if I become to employed 

3 All iraniactiont for my account thall be subject to the conttitulion. rules, regulations, cuilomi and utatei. at the tame may be constituted from time it 
time, of the exchange or market (and its clearing house if any) where eieculed 


a Any and all credit balances, securities, commodities or contracts relating thereto, and all other property of whatsoever hind belonging to me or in which 
I may have an interest held by you or carried for my accounts shall be subject to a general lien for the discharge of my obligations to you (including unmatured 
and contingent obligations) however arising and without regard to whether or not you have made advances with respect to such property and without notice to me 
may be carried in yoiw general loans and all secmitiet may be pledged repledged. hypothecated or re-hypothec a ted. separately or m common with other securities 
or any other property, lor the sum due to you thereon or lor a greater sum and without retaining m your possession and control lor delivery a like amount of similar 
secsrilifi or other property At any time and from lime to time you may. in your discretion, without notice to me. apply and/or transfer any securities, com¬ 
modities contracts relating thereto, cash or any other property therein interchangeably between any of my accounts, whether individual or joint oi from any of 
my accounts to any account guaranteed by me You are specifically authorized to transfer to my cash account on the settlement day following a purchase made i* 
that account eiceis funds available m anr o< my other accounts including but not limned to any free balances in any margin account or in any non-rtgulated 
commodities account, sufficient to make full payment of this cash purchase I agree that any debit occurring in any of my accounts may be transferred by you at 
your option to my margin account 


5 I will maintain sucn margins as you may in your discretion require from lime to time and will pay on demand any debit balance owing with respect to 
any of my accounts Whenever m your discretion you deem it desirable tor your protection, land without the necessity ot a margin call) including but not limited 
to an instance where a oelition m bankruptcy or for the appointment of a receiver is filed by or against me. or an attachment is levied against my account or 
in the event of notice of my death or incapacity, or m compliance with the orders of any Eichange. you may. without prior demand, tender, and without any notice 
4 the time or place of sale all of which are eipressly waived, sell any or all securities, or commodities or contracts relating thereto which may be in your pos¬ 
session. or which you may be carrying lor me. or buy any securities, or commodities or contracts relating thereto of which my account or accounts may be short 
in order to dose out in whole v in part any commitment in my behalf or you may place stop orders with respects to such securities or commodities and such sale 
V purchase may be made at your discretion on any Eichange or other market where such buSineit h then transacted, or at public auction v private sale, with or 
without advertising and no demands, calls, tenders or notices which you may make or give in any ont or more instances shall invalidate the aforesaid waivers on 
my pvt You shall have the right to purchase for your own account any or all ol the aforesaid property at any such sale, discharged of any right of redemption, 
which is hereby waived 

6 All orders for the purchase or sale of commodities for future delivery may be closed out by you as and when authorized or required by the Eichange where 
mode Against a long position in any commodity cont’act prior to maturity (hereof, and at least five business days before the first notice day of the delivery 
mwith. I will give instructions to liquidate, or place you m sufficient funds to take delivery, and in default thereof, or in the event such liquidating instructions 
cannot be eiecuted under prevailing conditions, you may. without notice or demand, close out the contracts or take delivery and dispose of the commodity upon 
any terms and by any method which may be leasible Against a "short" position in any commodity contract, prior to maturity thereof, and at least five business dayi 
before (he last trading day of the delivery month. I will give you instructions to cover, or furnish you wih all necessary delivery documents, and m default thereof, 
you may without demand or nonce, cover the contracts, or il orders to buy in such contracts cannot be executed under prevailing conditions, you may procurr the 
actual commodity and make delivery thereof upon any terms and by any method which may be feasible 

7 All transactions m any ol my accounts are to be paid lor or required margin deposited no later than 2 00 p m on the settlement date 

8 I agree to pay interest and service charges upon my accounts monthly at the prevailing rate as determined by you 

9 I agree that, in giving orders to sell, all "short sale orders will be designated at "short" and all "long" sale orders will be designated as "long 

and that the designation of a sell order as long is a representation on my part that I own the security and. if the security it not m your possession that ■( 
■s n«t then possible to deliver the security to you forthwith and I will deliver it on or before the settlement date 

10 Repwls of the execution of orders and statements of my account shall be conclusive if not objected to in writing within live days and ten dayi. respec¬ 

tively. after tranimittal to me by mail or otherwise 

LI All communications including margin calls may be tent to me at my address given you, or at such other address at I may hereafter give you in writing, 
and all communications so sent, whether in writing or otherwise, shall be deemed given to me personally, whether actually received or not 

12 No waiver of any provision of this agreement shall be deemed a waiver of any other provision, nor a continuing waiver of the provision or provisions so 

waived 

13 I understand that no provision of this agreement can be amended or waived except in writing signed by an officer of your Company, and that this agrrement 
shall continue in force until us termination by me is acknowledged in writing by an officer of your Company; or until written notice of termination by you shall 
hm been mailed to me at my address last given you 

14 This contract shall be governed by the laws of the State of New York, and shalf mure to the benefit of your successors and assigns, and shall be binding 

on the undersigned, his heirs, executors, administrators and assigns Any controversy arising out of or relating to my account, to transactions with or for me or to 
this agrrement or the breach thereof, shall be settled by arbitration in accordance with the rules then obtaining of either the American Arbitration Association or 
the board of governors of the New York Stock Exchange as I may elect, except that any controversy arising out of or relating to transactions in commodities or 
contracts relating thereto, whether executed or to be executed within or outside of the United States shall be settled by arbitration in accordance with 
the rules then obtaining of the Eichange (if any) where the transaction took place, if within the United States, and provided such Eichange has arbitration 

facilities or under the rulet of the American Arbitration Association as 1 may elect If f do not make such election by registered mail addressed to you at ywr 

man office within five days after demand by you that I make such election, then you may make such election Notice preliminary to. in conjunction with, m in¬ 
cident to such arbitration proceeding, may be lent to me by mail and personal service is hereby waiued. Judgment upon any award rendered by the arbitrators may 
be entered in any court having jurisdiction thereof without notice to me 

15 If any provision hereof is or at any time should become inconsistent with any preient or future law. rule or regulation of any securities Of commodities 

eichange or of any sovereign government or a regulatory body thereof and il any of these bodies haw Jurisdiction over the subject matter of this agreement, said 

provision shall be deemed to be superseded or modified to conform to such law, rule or regulation, but In all other respects this agreement shall continue and re¬ 

main in full lorce and effect 


DATE. 


CUSTOMER S SIGNATURE 


LENDING AGREEMENT 


YOU AND ANT FIRM SUCCEEDING TO TOUR FIRM ARE MEREST AUTHORIZED FROM TIME TO TIME TO LEND SEPARATELY OR TOGETHER 
WITH THE PROPER f T OF OTHERS EITHER TO YOURSELVES OR TO OTHERS ANT PROPERTY WHICH YOU MAY SC CARRYING FOR ME ON MAR¬ 
GIN THIS AUTHORIZATION SHALL APPLY TO ALL ACCOUNTS CARRIED ST YOU FOR ME AND SHALL REMAIN IN PULL FORCE UNTIL WRITTEN 
NOTICE OF REVOCATION IS RECEIVED BY YOU AT YOUR PRINCIPAL OFFICE IN NEW YORK 


DATE 


CUSTOMER S SIGNATURE 


■ inOlv S>ON 1mi| roxv IN r m| Two fiONATuXI SPACES INDICATXO IIOVX IN THl CASE OF JOINT ACCOUNTS XOTH TENANTS 
SHOULD II6N IN IOTH HONATuAI SPACES RETURN THIS OR lOlNAL iWMlTIi TO THE I ACHE OFFICE WHICH SERVICES YOUR 
ACCOUNT Tilt DUPLICATE 'SUFF< SMOULO S» RETaiNCO FOR TOUR PERSONAL RECOROS 
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FIGURE 2-4 


Joint Account Agreement Form 


JOINT ACCOUNT AGREEMENT 

ACCOUNT NUMBER 

Dear Sirs 

1 The undersigned (hennafter referred lo as we ) hereby request you to open an account m our behalf on the 
terms and conditions staled herein and m your usual form of Customers agreement signed by us or on our behalf 
and any one of the undersigned is hereby authorized to sign such agreement on behalf of all of us We intend to deal 
through you as brokers in stocks bonds and other securities and or in commodities and futures contracts You may 
carry the account under such designation as we may instruct 

2 We hereby state that we are 

4a) joini tenants with right of survivorship and not tenants m common In the event of the death 
of either or any of us the entire interest in the accouni shall be vested m the survivor or survivors on 
the same terms and conditions as theretofore held and the estate ol the decedent shall have no 
interest m the assets ol ihe account at the date ol death or m its operation thereafter The estate 
shall however remain liable lor obligations of the account as provided m paragraph 3 oelow 

(b) tenants in common, each of us having an undivided interest therein in the event of the 
death ol either or any of us. you may. in your sole discretion either liquidate the accouni or accept 
the instructions of Ihe survivor, or a maionty of Ihe survivors, as Ihe case may be as to its contin¬ 
uance and as to the respective interest of the parties (including the estate) therein, and m either 
event the decedent's estate shall remain liable for obligations of the account as provided in 
paragraph 3 below 

3 We hereby state that whether we are joint tenants or tenants in common our liability hereunder shall be joint 
and several and you shall have a lien on the separate property of each of us as well as on the property m said 
account to secure our joint and several liability We will give you immediate notice m writing of the death of any one 
of us You may m the event of the death of any one of us whether we are joint tenants or tenants m common take 
such steps as you may deem necessary or desirable to protect yourselves with respect to taxes and other claims 
and you may before releasing any of the properties m the account require such proofs of death tax waivers other 
documents and instruments of guarantee by the survivors as in your judgment may be necessary or desirable m 
connection with the liquidation or continuation of the account The estate of any of us who shall have died shall be 
liable and the survivor or survivors shall continue liable jointly and severally for any debii balance or loss m the 
account resulting from the completion of transactions initiated prior to the receipt by you of written notice of the 
death of any one of us or incurred m me liquidation ol the account 

4 None of us is under a legal disability and no one other than the undersigned has an interest m this |omt 
account Each of us shall have authority (1) to give any instructions with respect to the account including but not 
limited to instructions with respect lo buying or selling or withdrawals ol excess funds (2) to receive any demands 
notices confirmations reports statements and other communications of any kind, and (3) generally to deal with 
you m connection herewith as fully and completely as if Ihe other joint tenant or tenants had no interest herein You 
shall be under no duty or obligation to inquire into the purpose or propriety ol any instruction given and shall be 
under no obligation to see to the application of any funds so delivered 

5 We agree lhat »f the account shall at any time have no open comrmimenis and no debit or credit balance you 
may m your sole discretion treat it as closed or you may regard it as remaining open subject to further orders or 
activity m accordance with the terms of this agreement and the customers agreement signed by or for us Either or 
any ol us however may terminate the authority of any other of us to reopen the account after it has been closed 
upon written notice actually delivered to you 

6 We hereby ratify and confirm all transactions heretofore entered inio for said account by any of us This 
agreement and your customers agreement signed by or for us shall be binding upon each of us and our respective 
heirs legal representatives and assigns 

NOTE THIS AGREEMENT IS INEFFECTIVE UNLESS EITHER 2(a) OR 2(b) IS CROSSED OUT ONE TENANCY MUST 
BE ELECTED 


19 . ... ..... 

Dale Signatures 


TRY THIS 

If an account is opened with the following title: "Oliver Holmes and 
Elizabeth Holmes, Joint Tenants with Rights of Survivorship," what 
happens to the property if Elizabeth Holmes dies? 
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HERE'S WHY 

A Joint-Tenancy-with-Rights-of-Survivorship account is defined as 
follows: "an account whereby one tenant receives the entire property 
upon the death of the other." Therefore, Oliver Holmes would retain 
all the property upon Elizabeth's death. 


Partnership Account 

A partnership is an association formed by two or more people to 
carry on a business as co-owners and is liable for all acts or repre¬ 
sentations by each partner in the course of partnership business. 
Generally, each partner is deemed the agent for all the other 
partners, but before buying or selling a commodity, all the partners 
must sign a partnership agreement. This form allows the trader to 
act in the partnership's behalf—give orders, receive money, issue 
notices—and directs where all notices and communications can be 
sent to the partnership. 


Other Accounts 

There are a number of other types of accounts that you may be 
interested in learning about. Chances are that you will not be 
directly involved in the following types of accounts, but you may 
be curious about them nevertheless. 

There are four other more prominently known types of 
accounts; they are: 

1. corporation account 

2. account with power of attorney 

3. trade or hedge account 

4. omnibus account 

A corporation is an artificial entity recognized as a person only 
through its agents or officers, who have no authority to bind the 
corporation merely by virtue of their offices. The power of a cor¬ 
poration is limited to the scope defined in the corporate charter. 
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which also determines whether trading in commodity futures is 
provided for. 

Power of attorney provides that any person having the capacity 
to contract in his or her own right may appoint another person to 
perform any act that the principal may legally perform. The same 
requirements and restrictions that apply to an individual apply to 
the appointed person. However, such an appointment must be 
carefully documented and supported by the proper legal forms. 

In trade or hedge accounts, a hedge letter is required from the 
hedger. Anyone who handles actual commodities—individuals, 
proprietorships, partnerships, or corporations—usually maintains 
trade or hedge accounts to protect his or her investments. A hedge 
account deals in certain commodity futures transactions at more 
favorable margin terms than do speculative accounts. Such an 
account also has more liberal position limits. The dealer's purpose 
is not necessarily to make money on the hedging process, but 
rather to avoid losing a great portion of the investments. 

An omnibus account, sometimes referred to as a customer's 
account, is an account of one futures commission merchant carried 
by another in which (a) the transactions of two or more persons are 
combined rather than designated separately, and (b) the identity of 
individual accounts is not disclosed. 


TRY THIS 

In a hedge account, a cotton mill owner might deal in cotton futures. 
What might a feed lot operator trade in? 

a. cattle futures 

b. gold futures 

c. Eurodollars 


HERE'S WHY 

Just by process of elimination, the correct answer is (a). More on the 
strategy behind hedging is discussed in Chapter 7. 
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Transferring Accounts 

Generally, all purchases and sales of any futures contracts are 
executed openly and competitively. Transactions take place as 
brokers cry out their bids and offers in the trading pit during the 
regular trading hours as prescribed by the exchange for the given 
contract market. Competitive executions are required by the CFTC 
as well as by the exchanges themselves. (The only exception to this 
requirement is transfer trades, that is, trades that involve an ex¬ 
change of futures for actual commodities. Such trades are known 
as ex-pit transactions because they are transactions that do not have 
to be carried out in the trading pit.) 

The transfer of accounts is initiated by a customer who wishes 
to switch an account or accounts from one brokerage firm (or FCM) 
to another. To do so, the customer must send written instructions 
to the brokers of both companies. 

When transferring futures contracts from one house to 
another, the customer may incur extra commission expenses. Not 
only does the losing firm charge the customer for its handling of 
the contract, but the new firm may also charge the regular commis¬ 
sion when the trade is completed. 


TRY THIS 

Which of the following is an ex-pit transaction? 

a. spread 

b. short hedge 

c. floor give-up 

d. transfer trade 

HERE'S WHY 

Transfer trades, sometimes referred to as "office trades," are really 
simple transfers of a contract from one firm to another. The transac¬ 
tion is usually done outside the trading pit. 
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Handling the Account 

All the federal regulations, all the exchange rules and regulations 
have one overriding purpose: to maintain an orderly commodities 
market in which all parties have an equal chance to trade. To 
accomplish this, the government, the exchanges, and the people 
who work in the marketplace, strive to keep the customers' in¬ 
terests “up front." Failure to protect these interests could eventual¬ 
ly lead to the abuse of privileged information and the misuse of a 
customer's funds. Such practices could ultimately lead to the 
breakdown of an orderly market. 

Once the customer account has been opened and approved for 
trading, it is the responsibility of the FCM and its account repre¬ 
sentative to: 

1. make sure that the account is properly margined at all times 
(this is explained in more detail later on), 

2. accept and promptly transmit to the trading floor all customer 
trading instructions (orders), and 

3. keep the customer informed of all trading or other activity in the 
account. 


Reporting Duties 

The primary duty of the broker is to execute the trading instruc¬ 
tions of his or her client. It is then necessary for the broker to 
immediately advise the client of all transactions in the account, 
sending a prompt written report. A record of every transaction a 
broker makes for a customer is entered into the account record. 
These entries are made immediately upon the completion of the 
transaction and on the same day as the transaction. At the end of 
the month, the broker sends a copy of the account record to the 
customer. 


Customer Statements 

When a trade is executed, the broker usually reports verbally to the 
customer the results of the transaction. This must be followed by a 
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written confirmation of the transaction the same day as the trade. 
The written confirmation, or confirm, must indicate: 


• what commodity was bought or sold, 

• the exchange on which the order was executed, 

• the quantity, 

• the contract maturity (delivery month), and 

• the price. 


Not only must a confirm be sent out when a client first pur¬ 
chases a contract but also when the contract is sold. A sample of 
each is shown in Figures 2-5 and 2-6. 

Whenever a client offsets a position, that is, sells a contract to 
offset (or close out) a long position or buys a contract to offset a 
short position, the position is said to be closed out. In addition to 
the other confirmations, a purchase and sale (P&S) statement (illus¬ 
trated in Figure 2-7) must be sent out. This statement indicates: 


• the quantities bought and sold, 

• the prices of the position's purchase and sale, 

• the gross profit (or loss) on the price difference, 

• the commission charges, and 

• the net credit (or debit) on the transactions. 


All transactions for the month are sent to the customer on a 
monthly statement. At the end of the month, making up the 
customer's statement is a simple matter of retyping the logged 
transactions and relevant information onto a standard form. This 
includes all trades and all debits or credits as well as a statement of 
open position with the equity value of these positions clearly 
stated. 

The monthly statement, however, is more than just a simple 
record-keeping device. It serves as a history of the account. When 
either the broker or the customer reviews the statement, the 
trends, errors, successes, right-and-wrong guesses can all be 
viewed as lessons for future decisions in the marketplace. 



FIGURE 2-5 Written Confirmation of Trade (Purchase) 





















FIGURE 2-6 Written Confirmation of Trade (Sale) 


BROKER & CO. 



NIW YORK,,N. V. I0O1I 

p r Statement of 
Purchase St Sale 

C = Confirmation 

NOTIFICATION OF COMMODITY 

! TRANSACTION 

*■0 OTHfa iiADixt hoc* *mo commodity rtratuci' 

* * SEE REVERSE SIOE a 

■ MET AMOUNT COLUMN, RESUL TIMC FROM YOUR PURCMaSE AMO SALE A$ FOLLOWS 




DESCRIPTION 


mu 


DIFFERENCE 


commission! NET AMOUNT 


032283 


5M BUS JULY CORN 


AB 12345 9 


rate or Exchange 


U.S. EQUIVALENT 


FOREIGN TRANSACTIONS ONLY 


Mar 22 79 | 

MONTH DAY YEAR I 


NAME OF OTHER PARTY IN CONTRACT 
FURNISHED ON REQUEST 


As indicated above we have this day BOUGHT OR SOLD (or your account and 
risk, subject to the By-Laws. Rules, Regulations and Customs as now existing or 
hereafter amended or adopted, of the Exchange where the transaction was made and 
its Clearing House, and subject to all applicable Federal and State laws and to the 
regulations of any Government agency having authority with respect thereto: 
















FIGURE 2-7 Purchase and Sale (P&S) Statement 
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Reporting Errors 

Despite all the controls and supervisory techniques used in the 
brokerage firms, occasionally clerical errors do occur. Often the 
error involves a statement or confirmation that does not reflect the 
true price at which an order was executed. As long as the actual 
execution was at the price and quantity stated in the customer's 
order, the firm must send out—and the customer must accept—a 
corrected report of the transaction, even when the error was in the 
customer's favor. 

If the actual execution was not at the price and quantity speci¬ 
fied by the customer's order, the broker must report the error 
promptly to an officer or partner for handling of the correction. 


Death of a Customer 

In general, if a customer dies, the procedure is to cancel any 
outstanding orders. Because of the volatile nature of futures prices, 
the broker must be ready to liquidate all open positions. Existing 
positions are liquidated upon receipt of instructions from an ac¬ 
credited member of the decedent's estate. The broker may also 
liquidate, without instructions, if the account is in danger of going 
into deficit. 


Closing the Account 

According to the rules of the CFTC, a speculative customer cannot 
be long (buy) and short (sell) in the same delivery at the same time. 
An FCM who executes a sale for a customer must apply that sale, 
on the same day, against an existing long position. The FCM must 
also send the customer a P&S statement showing the financial 
result of the transactions. The same procedure is followed when an 
existing short position is offset by a purchase. 

example: Miss Joy Bean is long 5,000 bushels of July soybeans, and 
she subsequently sells 5,000 bushels of July soybeans (same com¬ 
modity, same delivery month). The sale offsets her original purchase 
and consequently closes the position. The broker then sends out a 
P&S statement. 
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Sometimes the long and short positions do not balance out 
perfectly. If so, the client should instruct the broker as to which 
position should be offset; the customer may want to keep an older 
position open and close out a more recent (perhaps less profitable) 
position. If the client does not instruct the FCM in any way, then 
the FCM is obliged to apply the order against the earliest (or oldest) 
position in the account. 

example: Miss Bean establishes a long position of 5,000 bushels of 
November soybeans on March 1 and another long position of 5,000 
bushels of November soybeans on June 1. She then sells 5,000 
bushels of November soybeans on July 1, without giving the broker 
any instructions as to which contract to close out. According to the 
law, the broker is mandated to close out the March 1 purchase 
because it is the earlier position—even if the position is the less 
profitable one to close out, and even if the close-out spells a loss to 
the customer. 

Miss Bean, however, could and should have specified to the 
broker which position she wanted to close out. She is entitled to 
close out the later, and newer, position, as long as she does not 
remain both long and short in the same commodity and in the same 
month. 


Margin Account 

Margin is the lifeblood of the futures market system. Each day, as 
prices rise and fall, many millions of dollars pass back and forth 
between customers and their clearing firms and between those 
clearing firms and the central clearinghouses of the exchanges. The 
smooth circulation of these funds through the system is vital to the 
health of the futures market because they represent the ultimate 
guarantee that all participants in the marketplace will fulfill the 
financial obligations of their market positions. Just how they pass 
through the clearinghouses is discussed in Chapter 4. 

In the more familiar margin system of the securities market, 
margin refers to money that is borrowed from a brokerage firm to 
purchase securities. The percent of cash that must be deposited 
with a broker to buy securities on margin is set by the Federal 
Reserve and, since 1974, has been 50% for common stock. Thus, 
you can buy $20,000 worth of stock for $10,000 in cash, borrowing 
the remainder from and paying interest to your brokerage house, 
with the securities used as collateral. 
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The futures margin, however, differs from the securities mar¬ 
gin in both concept and mechanics. Because futures contracts do 
not entail the immediate delivery of their underlying asset as do 
securities transactions, no immediate payment in full is necessary. 
All commodity transactions are margin transactions. Instead of 
representing partial payment for something purchased, the fu¬ 
tures margin is a good faith deposit that is intended to protect the 
seller against the buyer's default should prices fall, and the buyer 
against the seller's default should prices rise. The amount of mar¬ 
gin is set by the exchange and depends on the type of commodity 
and the volatility of the contract. The margin should be enough to 
offset unexpected losses by the client. 

Because the amount of margin required varies, there are sever¬ 
al terms you should understand. 

Original margin is the deposit that must be made when a futures 
position (long or short) is initiated. It is the amount required for 
each position cleared but not offset. 

The minimum level of this original margin is determined by the 
exchange on which the contract is traded and varies according to 
price level, price volatility, and other factors. FCMs can have 
higher (but not lower) margins. Original margins are fixed-dollar 
amounts and generally range from about 2% to 10% of the value of 
the contract. Margin requirements are usually changed only after 
fairly substantial moves in the price level of the underlying com¬ 
modity or financial instrument. Under normal circumstances, 
minimum original margin requirements for a given item might be 
adjusted up or down only several times in the course of a year. In 
periods of extremely rapid price change, margin requirements may 
be adjusted on a weekly, or even daily, basis. Besides price level, 
another factor that determines original margin is price volatility. 
As noted above, margin requirements from 2% to 10% of the 
value of the contract are conventional. In times of high price 
volatility and greater-than-usual risk, an exchange may fix margin 
requirements at the upper end of this conventional range or, in 
some cases, even higher. 

Futures exchanges and clearinghouses are guided by two 
opposing considerations when determining the appropriate levels 
for margin requirements. On the one hand, margins must be low 
enough to allow the broad participation that provides market li¬ 
quidity. On the other hand, they must be high enough to ensure 
the financial integrity of the contracts. 
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A demand for additional funds that is made by the FCM when, 
tor whatever reason, there is insufficient cash or equity in the 
account to establish a position, is called an original margin call. 

Original margin must be met, that is, paid in full. Though 
customers may be able to sell the position at a profit, they still have 
to meet the original margin call with cash. The amount will vary by 
commodity, by exchange, and by brokerage firm. 


TRY THIS 

As a speculator, you have $50,000 in your account and decide to buy 
20 contracts of silver. The original margin requirements are $3,000 per 
contract. While most brokerage firms demand that full margin be 
posted with the firm before a trade is initiated, allowances are some¬ 
times made when your creditworthiness is known to the FCM. In this 
case, the FCM lets you buy 20 contracts of silver on your word that 
you will send the remaining $10,000 immediately. What would hap¬ 
pen if, the next morning, the margin department of the FCM noted 
that a position was established with insufficient capital in your 
account? 

HERE'S WHY 

An original margin call for $10,000 would be issued. 


Maintenance margin is an additional margin required by the 
broker from the client. When there has been a price decline or 
advance on the contract that effects a paper loss in the margin 
account, the client must deposit just enough money to bring the 
amount of margin back to the original margin—then the client can 
continue trading. The call for the maintenance margin is a variation 
call because a change in the market price required the additional 
margin, and not because the customer had insufficient funds in his 
account to begin with. 

Most exchanges set maintenance margin requirements at about 
75% of original margin requirements. Therefore, if a customer's 
equity drops to less than 75% of his original requirements, the 
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brokerage firm will ask the client for the amount of money that will 
restore his equity to the original level. 

example: A client has $4,000 in his trading account and is long two 
March Eurodollar contracts at a price of 91.50. Original margin 
requirements are $2,000 per contract (or $4,000 total) and mainte¬ 
nance margin is $1,500 per contract (or $3,000 total). March Eurodol¬ 
lars fall to 91.20, which results in a loss of $750 per contract (or $1,500 
total). Thus, the value of the customer's account falls from $4,000 to 
$2,500. Because this is below the $3,000 maintenance requirement 
(for two contracts), the customer will receive a variation margin call 
for $1,500. Notice that the variation call is for the amount of money 
that will restore the account to the full original margin that is 
required ($4,000), not to the maintenance level ($3,000). 


TRY THIS 

A customer buys one silver contract and deposits the required $1,000 
initial margin. If the maintenance level is $750 and a market drop 
reduces the equity to $650, what minimum amount must the customer 
deposit? 

a. $100 

b. $250 

c. $350 

d. $1,000 

HERE'S WHY 

The correct answer is (c). This reflects the usual commodity margin 
situation where the equity must be replenished to the original (initial) 
margin level once the variation level has been reached. 


Margin Calls and Closeout 

When a customer fails to put up funds to meet a variation or an 
original margin call, the broker has the right to liquidate or close 
out the account. The broker may do this after due notification, which 
usually takes the form of a telegram. The broker will have the 
authority to sell out or buy in because the customer will have 
signed a consent form to do so when the account was opened. 
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Rule Call 


Though most brokerage firms call for additional variation margin 
when the client's equity is reduced by 25% or more, this practice is 
a house policy for each firm's own protection. Not all exchanges 
require as much. They do require, however, that member firms 
receive additional margin from their clients when their equity falls 
below a point specified by the exchange. A call to satisfy these 
margin requirements is a rule call. The amount of additional funds 
varies from firm to firm. 


example: Mr. Peter Burr buys 5,000 bushels of corn on the Chicago 
Board of Trade through Broker Co. His broker, a member of the 
exchange, requires that he deposit the minimum exchange require¬ 
ment of 20 cents per bushel, or $1,000 per contract, as original 
margin. Although Broker Co. generally calls for additional margin if 
the client's equity declines 5 cents per bushel, or $250 per contract, 
the CBOT does not require Broker to call for additional margin 
unless Burr's equity declines 10 cents per bushel, $500 per contract, 
or more. As long as Burr's equity remains above 10 cents per bushel, 
$500 per contract, a rule call is not required. However, if Burr's 
equity falls below that point, a call for additional funds must be 
made. 


TRY THIS 

Identify the type of requirement (either exchange or broker) that each 
of the following calls is: 

original margin call 
variation margin call 
rule call 

HERE'S WHY 

original margin call exchange requirement 

variation margin call house/broker requirement 

rule call exchange requirement 
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Up to this point we have looked at scenarios in which the client 
has had to put up additional margin because of a decline in market 
prices. But suppose the market moves in favor of the client? In this 
case, because the value of the contract increases (we are assuming 
the customer is long), the client enjoys additional value in his 
account. This is called an increase in his equity in the account. This 
additional value may be withdrawn or be used for other trading by 
the client—with the approval of his or her FCM. 


Trade Account Requirements 

A brokerage firm is usually allowed by the various exchanges to 
handle trade accounts, which are also known as hedge accounts. 
These accounts deal in certain commodity futures transactions at 
more favorable margin terms than speculative accounts. The mar¬ 
gin rate is lower because the risk is less: A hedge, or a trade 
account, either sells futures as a hedge against inventory or buys 
futures as a hedge against forward sales. 

To qualify for hedge status, trade clients must, on most ex¬ 
changes, also be involved in the industry of the commodity itself. 
Their operations must represent hedging. For example, a wheat 
processor is entitled to trade requirements for wheat futures trans¬ 
actions—as long as such transactions are for hedging purposes. 
But that processor of wheat is not entitled to trade requirements in 
any other commodity. In other words, an individual or company in 
the wheat business is entitled to trade requirements in wheat if 
they are hedging—but not in soybeans or any other commodity. 


Day-Trade Requirements 

Commodity day trades are transactions in which a customer estab¬ 
lishes and closes out one or more contracts of a future on the same 
day. A day trade occurs either when an investor buys a contract 
and offsets it by a subsequent sale on the same day or when the 
investor sells a contract and offsets it by a subsequent purchase on 
the same day. 

Commodity exchanges do not require members to obtain mar¬ 
gin to cover day trades for established accounts. However, most of 
the firms themselves require that at least 50% of the original mar- 
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gin required for an outright position be on deposit, in addition to 
the margin required for other open positions in the account, prior 
to accepting day-trade orders. 


Spread Margin Requirements 

Margin requirements for transactions involving spreads —that is, 
the simultaneous purchase of one delivery and the sale of 
another—are usually smaller than for net long or short positions. 
The reason for the reduced rate is that fluctuations in the spread 
difference are normally less volatile than fluctuations in the out¬ 
right price of the commodity. As in other transactions, reductions 
in house spread requirements are usually arranged only on the 
approval by a credit manager or some other authorized person. 

The exchanges establish the minimum spread requirement, 
but member firms may impose larger requirements on their cus¬ 
tomers if they feel it is necessary. 


TRY THIS 

Answer True or False for the following statements regarding day- 
trading margin. 

_ New customers must post full original margin. 

_ Exchange rules require no margin for day trades. 

- Most firms require 50% of original margin. 

HERE'S WHY 

New customers must post full original margin. T 
Exchange rules require no margin for day trades. X 
Most firms require 50% of original margin. T 



3 

Orders 


If the trader can be considered a kind of craftsperson and if invest¬ 
ing money can be considered analogous to a skill, then the various 
types of orders available must be considered tools of the trade. 
They are the tools by which the craftsperson builds his or her 
tactics and strategies. 

And if the tool fits the job, the job is done all the better. A 
knowledge of orders—even though you may rely on only a few for 
the majority of your transactions—makes for greater capability 
and, ultimately, greater financial success. 

We'll begin with the simplest and quickest type of order and 
work on to some of the more complicated, sophisticated, and 
obscure. 

An order is a request by the customer to the broker to either buy 
or sell a futures contract or to execute a straddle. Instructions by a 
customer may also include canceling a previous order. The order 
form used by the broker typically includes the following informa¬ 
tion: 

1. The name of the exchange where the order is to be executed. 

2. The type of order, whether a buy (BUY) or sell (SL). In the case 
of cancellations, a customer may wish to change something 
about an earlier order already entered, such as the quantity or 
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price. The broker must then enter cancel a former order (CFO) in 
order to cancel the previous order. An outright or straight cancel 
means the customer wants to completely eliminate the previous 
order. 

3. The number of contracts. In most cases, futures contracts are in 
terms of number of contracts. Orders for grain are placed in 
bushels. For example, an order to buy one contract (5,000 
bushels) of May wheat would read, "Buy 5M May wheat." An 
order to buy one contract of July soybean oil (60,000 pounds) 
would read, "Buy 1 July soybean oil." 

4. Name of contract, including delivery month. 

5. The price. This can be a fixed price at which the customer 
desires to buy or sell the contract. The price can also be an 
at-the-market (MKT) order, which means that the trade is to be 
executed at whatever the going price is when the order arrives 
at the trading ring. 

6. Qualifications. These are limitations and conditions, set by the 
investor, on the execution price. 

7. Duration of the order. The broker will consider an order to be in 
effect for the day unless there are specifications to the contrary. 
Types of duration that may be indicated are briefly described 
here. Some are described in more detail later in the chapter. 

a. day orders—when a time limit is not indicated on the order, 
the broker is to assume that the order expires at the close of 
the market that day. 

b. open orders—these remain in effect until executed or can¬ 
celed by the customer. This order is also referred to as good- 
till-canceled (GTC). 

c. good this week (GTW)—the order is good only until the 
close of the last day of trading for that week. 

d. good this month (GTM)—the order remains in effect only 
until the close of the last business day of the calendar month 
during which it was entered. 

e. good through date (GT)—the order is good until the close of 
business on the indicated date. 

Sometimes other information may not always be necessary and 
is not included. But this second set of information is necessary if 
the order is a CFO (cancel a former order), a spread or switch, or a 
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contingent order (grouped orders that are entered as one, with 
each execution depending on the execution of the other). 

A third set of information relates to the account. Account 
information includes the firm's office, the customer's account 
number, and the registered representative's number. This in¬ 
formation is necessary to identify an account. 


Placing an Order 

The order-processing sequence (shown in Figure 3-1) is initiated 
when a customer gives the registered commodity representative 
(RCR) an order. The RCR writes the customer's instructions on the 
firm's order ticket and submits it to the wire room or order desk 
where, in compliance with the CFTC regulation, it must be time- 
stamped before transmission. From there it is teletyped or tele¬ 
phoned to the firm's representative on the trading floor. (Occa¬ 
sionally, a slight delay may occur in entering an order that refers to 
a previously entered order.) After recording and time stamping the 
order, the representative relays it, in writing, to the floor broker 
handling the commodity. Immediately upon execution, the floor 
broker records (or endorses) the price on the ticket; the quantity (if 
the order is a partial execution) is also recorded. The ticket is then 
returned to the floor representative. 

The executed order (or trade) now travels in the reverse se¬ 
quence, as illustrated in Figure 3-1. The entire process, from begin¬ 
ning to end, usually takes a couple of minutes under normal 
conditions. Should the markets be very active and/or the traffic on 
the firm's wire system very heavy, a customer may experience a 
delay in receiving a report. 

As mentioned in Chapter 2, the exchange floor is where con¬ 
tracts are transacted by open outcry. Futures contracts are traded 
in pits or rings. Most often, one commodity is traded in each pit or 
ring. On the exchange floor, business is carried out by two types of 
traders: 

1. A floor broker is someone who executes trades for customers and 
is paid a brokerage fee for each execution. 

2. A local is a floor trader who trades for his or her own account. 
To do so, the local must own or rent a membership. (In previous 
years, some floor traders who traded for a profit on small 
fluctuations and price changes, were referred to as scalpers. 
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FIGURE 3-1 


Sequence of Events in Processing an Order 

Customer 
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Member Broker 


Member Broker's order desk 
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Member Broker's wire room 
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Exchange floor messenger 


Member Broker's order desk 


t 


Member Broker's wire room 


t 


Member Broker's exchange floor 
phoneperson or Teletype receiver 

I 

Exchange Floor messenger 


Floor Broker 
(fills and endorses orders) 


Nowadays, however, this term is used only in a derogatory 
sense.) 


Market Order 

A market order is an order to be executed at the best possible price at 
the time the order reaches the trading floor. The price changes, of 
course, as buyers compete with other buyers and as sellers vie with 
other sellers. The continuously changing bids and offers persist 
until a buyer and a seller agree on a price. (Obviously, the bid is 
what a buyer is willing to pay, and the offer is what the seller 
expects to receive for a commodity futures contract.) The best 
possible "at-the-market" price is therefore an agreed-on price. 
That results from bids and offers arriving at the same price level. 


Market Order to Buy 

Figure 3-2 shows a typical market order to buy form. 

example: Floyd, a floor broker, receives an order to buy 100M 
(bushels) of May wheat at the market. The May wheat delivery is 
currently being quoted at $2.60 a bushel bid and $2.60V£ offered. 
Floyd feels he can get a better price, however, so he shouts out. 




62 


FUTURES: A PERSONAL SEMINAR 


FIGURE 3-2 Market Order to Buy 



"One quarter for May!" No one responds on the first bid, so he 
repeats himself. Someone from another side of the pit responds by 
yelling out, "Sold!" and pointing to Floyd. For some reason, that 
broker's client is willing to sell at $2.60!4. 


TRY THIS 

What would happen if there was no response to Floyd's offer? 

HERE'S WHY 

If no one responded despite Floyd's efforts to do better than the 
offered price, he would then have had to shout out, "Take it!" in 
response to someone's offer of $ 2 . 60 !/ 2 . 


Market Order to Sell 

Figure 3-3 illustrates a typical order form for a market order to sell. 

example: A cocoa floor broker, Gladys, is given a market order 
(shown in Figure 3-3) to execute. In the ring, she finds that the July 
cocoa is going for $18.00 bid and $18.10 offered. She decides to try to 
do better and shouts out, "July at 05!" meaning $18.05. Someone on 
the other side of the ring immediately yells, "Take it!" 
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FIGURE 3-3 Market Order to Sell 



TRY THIS 

What would Gladys do if she had no takers? 

HERE'S WHY 

If she had no takers, then she would have had to say “Sold!" at 
$ 18 . 00 . 


Limit Order 

A customer who wishes either to buy or to sell only at a specified 
price (or one that is more favorable) must place a limit on the price. 
A limit order is an order that tells the broker to execute a transaction 
only at a specified price or at one that is more favorable to the 
client. A limit order to buy is to be executed at or below the 
specified limit. A limit order to sell is to be executed at or above the 
price limit. 

The main advantage of a limit order is that the customer deter¬ 
mines the least favorable price he or she is willing to pay or to 
accept. The customer does not have to continuously stay in touch 
with the broker to get the results if the market moves to the 
specified limit. In effect, the client is instructing his FCM as fol¬ 
lows: “I expect the market to give me the opportunity to buy (or 
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sell) at the level specified in my order. So if the market price hits 
that level, tell the floor broker to fill this order at that price or at any 
price that is better. But do not fill the order at any price less 
favorable than the limit." 


Limit Order to Buy 

example: The last trade of March oats is at $1.28. Mr. Hoos feels that 
March oats are an attractive purchase at $1.27 (see Figure 3-4). 
Floyd, the floor broker, receives the order slip, and he finds that the 
price is still at $1.28. The limit order to buy mandates him to buy 
only at $1.27 or lower. His obligation to the customer mandates him 
to concentrate on getting a price better than the $1.27, if possible. 

If the price dips to $1.27 or below, Floyd will buy the 20M bushels 
called for on his order. If the price stays at $1.28—or goes up—he 
has to do something to try to execute the order. He might therefore 
bid at $1.27 or lower. 

And if the day's trading closes at a price equal to or higher than 
$1,271/4, the order will never be executed because Mr. Hoos did not 
put a duration on the order. Floyd would have to report an "unable" 
to the client at the close of trading. It is therefore considered a day 
order. 


Limit Order to Sell 

example: Gladys receives the limit order to sell shown in Figure 3-5. 
In the pit, she finds the price at $1.28. At that point, she does 
nothing because the market price is lower than the limit at which the 
client wishes to sell. 


FIGURE 3-4 Limit Order to Buy 
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FIGURE 3-5 Limit Order to Sell 
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In the meantime, however, she also has several other orders to 
buy which can be filled immediately. She yells out, “Take it!” to two 
brokers who are offering, and she becomes involved for a few 
seconds in the other transaction. 

In those few seconds, the bid price rises to $1.35. No sooner does 
she look up than another broker has yelled, “Sold!” She "missed the 
market,” as the saying goes, because she did not fill her order. 

But luckily for her client, the price continues to rise to $1.36—and 
this time Gladys hits the bid. 


Market-if-Touched (MIT) Order 

A market-if-touched (MIT) order is an order to execute a transaction 
at the best available price when the market reaches a price specified 
by the customer. An MIT order to buy becomes a market order to 
buy when the futures trade at or below the order price. An MIT 
order to sell becomes a market order to sell when the futures trade 
at or above the order price. 

The MIT order is therefore like a limit order in some ways but 
like a market order in others. Like a limit order, the MIT order is not 
executed until the specified price is reached or ''touched.” Also 
like a limit order, the MIT must not be filled if the market never 
touches the order price. But unlike a limit order, the MIT becomes a 
market order once the price is touched, and it must be executed at 
the best possible price. Even if it is impossible to execute the order 
at the specified price, the MIT must be filled. So the best possible 
price could be better or worse than the limit. 
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MIT Order to Buy 

An MIT order to buy is used by someone who wants to establish a 
long position or to cover a short position when the market declines 
to a specific level; usually, that “specific" level is lower than the 
current market level. The order does not have to be executed at the 
MIT price, but it has to be executed when the market trades or is 
offered at or below the MIT price. 

example: Mrs. Polk wants to buy 10 contracts of July pork bellies at 
the market when the market declines to 47.75 cents. The market is 
currently 48.00 cents. She places an order to buy 10 July pork bellies 
at 47.75 cents MIT, as shown in Figure 3-6. Subsequently, the price 
of July pork bellies declines and then quickly drops to 47.75 cents. 
Mrs. Polk's order then becomes a market order and her broker tries 
to get the best possible price at the time. Since her MIT order became 
a market order when the MIT price was touched, her order was 
executed at 47.75 cents. 


TRY THIS 

What would have happened if the market had remained at 48.00 
cents? 

HERE'S WHY 

Since the level of 47.75 that Mrs. Polk specified was not reached, 
the order would not have been executed. 


MIT Order to Sell 

An MIT order to sell is used to establish a short position or to 
liquidate a long position when the market advances to a certain 
level. Again, the “certain level" is usually higher than the prevail¬ 
ing market price. The MIT, of course, assures the investor of 
getting the order filled if the market trades to his limit. This person 
does not want to take the chance of not being able to sell, as could 
happen with a limit order when the broker is unable to execute the 
order at or above the limit price. 
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FIGURE 3-6 MIT Order to Buy 



example: Mrs. Polk buys 10 contracts of December hogs at 37.50 
cents and wants to take profits when the market reaches 38.00 cents. 
She places an order to sell 10 December hogs at 38.00 cents MIT (as 
shown in Figure 3-7). The same day, December hogs are traded or 
bid at 38.00 cents, and her order becomes a market order. The floor 
broker in the pit gets the best price obtainable at the time. Since 
Polk's MIT order becomes a market order, it may be filled at 38.00 
cents, at a price above 38.00 cents, or at a price below 38.00 cents 
depending on market circumstances at the time the MIT price is 
elected. 

By the same token, if she wanted to initiate a short position, 
should December hogs advance to 38.00 cents, she would put in an 
order to sell 10 December hogs at 38.00 cents MIT. 


Stop-Loss Order 

A stop order, sometimes called a stop-loss order, or simply stop, is an 
order to buy or sell at the market when the market reaches a 
specified price. A stop order to buy, entered above the prevailing 
market, becomes a market order when the contract is either traded 
or bid at or above the stop price. A stop order to sell, entered below 
the prevailing market, becomes a market order when the contract 
is either traded or offered at or below the stop price. 

Stop orders differ from MITs principally in their relationships 
to prevailing price levels. Stop orders to buy are entered above the 
prevailing market price; stops to sell are entered below. MITs are 
entered in an opposite manner. This reversal is illustrated in Figure 
3-8. 
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FIGURE 3-7 MIT Order to Sell 
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Time Orders 

Orders may be good for a specified period of time, or they may be 
open, that is, effective until explicitly canceled by the customer. An 
order may be entered to be good for a day, a week, a month, or 
until canceled. 


Day Order 


A day order is an order that expires automatically at the end of the 
trading session on the day the order is entered, unless it is canceled 
or executed before the session closes. All orders are considered to 
be day orders unless otherwise specified by the customer. They are 
good only for the day on which they are entered or for that part of 
the trading session that remains after the order has been entered. 


FIGURE 3-8 
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STOP ORDER 
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Time-of-the-Day Order 

A time-of-the-day order is one that must be executed at a specific 
time or at specific intervals during the trading session. 


Off-at-a-Specific-Time Order 

This is a day order with a time contingency. It remains in effect 
only until the time indicated, when it will be canceled if not ex¬ 
ecuted. 


Open Order 


An openorder,also known as a GTC order, is "good-till-canceled." 
However, an open order automatically expires at the end of the 
trading session on the last trading day when that delivery expires. 
Open orders remain in effect until the customer explicitly cancels 
them or until the contract expires. A speculator uses this type of 
order when he or she feels the market action will eventually bring 
the desired price, at which time the order will go into effect auto¬ 
matically. 


Other Orders 

Other types of orders that you may come across in your futures 

dealings, although you may not directly use, include the following: 

• Fill-or-Kill —must be executed immediately upon receipt by the 
broker or be automatically canceled. 

• Combination —two orders entered at the same time, with one 
contingent on the other. 

• On-the-Opening —order executed during the opening period of 
the trading session. 

• On-the-Close —order executed during the closing period. 

• Spread —order to buy one contract and sell another of either the 
same or different futures, in the same or different markets. Both 
buy and sell must be executed at the differential between them 
specified in the order. 
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• Scale —order to buy or sell one or more lots of the same future at 
designated price intervals. 

• Contingent —grouped orders, entered as one but with the execu¬ 
tion of each dependent on the other. 

• Stop-Limit —contains both a stop price and a limit price. 

• Switch —simultaneous sale of a commodity with one delivery 
month and the purchase of another in a different month. 


TRY THESE 

1. An order to buy 3 December gold at $395 is what kind of order? 

2. The market price of hogs is currently 34.15. What kind of order 
would buy at the market if the price rises to 34.50? 

3. A stop-limit order becomes a market order when the stop price is 
touched or exceeded. True or False? 


HERE'S WHY 

1. A limit order. The customer is specifying the payment up to and 
including (but not exceeding) $395 per ounce. The order might be 
filled at $395 or any lower price. 

2. A stop order to buy. If (and when) the market rises to the 34.50 
price, the order will be activated or triggered, and purchases will 
be made at whatever price prevails at that time. 

3. False. This one was an exercise in careful question reading. A 
stop-limit order becomes a limit order (not a market order) when 
the stop price is breached. 


TRY THIS 

Match the items in column A with the correct descriptions in column 

B. 


A. 


B. 


MIT order 


B 

1. Buy or sell on the close within 
the closing range of prices 

2. Open order 


Day order 
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c_ 

GTC order 

D_ 

Market order 

E_ 

On-the-Close order 


Board order 

Best bid/offer on the market 

Expires automatically at the 
end of the trading day 


HERE'S WHY 

Now check your answers against these: A-3; B-5; C-2; D-4; E-l. 


Initiating a Position 

Knowing the types of orders and types of markets in the futures 
industry is all good and fine—but knowing how to apply that 
knowledge is usually best left to the professional. Trading tech¬ 
niques are discussed in some detail in Chapter 8, but they are also 
touched upon lightly here to give you a feel for the best application 
of the orders you have just read about. 

First, make a careful analysis of the fundamentals to see which 
situation has the best profit potential. Analyze a market to deter¬ 
mine whether a market situation is bullish or bearish and whether 
it warrants buying or selling. After determining the direction of the 
market trend, you must then project its extent—whether it is of 
major or minor importance. Chapter 5 can help you with these 
analyses. 

Also weigh risk versus profit potential. Enter only those situa¬ 
tions in which the profit potential is compatible with the risk you 
are assuming. For instance, a situation may have a large profit 
potential, but it may also entail an equally large risk. Furthermore, 
the profit potential must be sufficiently large in relation to the 
transaction cost. 

Second, you must determine that the timing is right for entry 
into the market. It is best to take advantage of a high profit poten¬ 
tial, with a minimum of risk. In the very fast-moving commodity 
futures markets, timing is of extreme importance. You might have 
the right ideas, but if your timing is wrong you may face heavy 
losses before the situation begins to work. Getting into a good 
situation at the wrong time can be just as bad as getting into a poor 
situation from the start. 
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Establish a long position only when the trend of the market is 
clearly up or a short position only if the trend of the market is 
clearly down. If no clear-cut trend is evident or if any doubt is in 
your mind as to what the trend may be, don't establish a position. 
When in doubt, stay out. Be patient and wait for conditions—both 
fundamental and technical—to be right before initiating a position. 
The market will still be there tomorrow, with several dozen com¬ 
modities in which you may trade. 

Enter the market only when the fundamental and technical 
factors we've outlined in Chapter 5 agree. When the fundamental 
and technical factors are not in harmony—that is, when both do 
not indicate higher prices or lower prices—stay out. 

Don't try to anticipate a trend. Wait until a trend has started 
before initiating a position, then trade with it. Don't attempt to 
forecast what will happen. Be guided by what has already begun to 
happen. Remember, the trend is your friend. 


Limiting Your Losses 

Being patient and not going for the biggest profit are only a part of a 
winning scheme. The biggest failing of the unsuccessful trader is 
that he or she stays too long with a losing trade and gets out of a 
winning situation too early. Inexperienced speculators have a 
tendency to hesitate closing out losing trades. Consequently, what 
could have been a relatively small loss often turns into a major loss. 
They are reluctant to admit to themselves that their judgment was 
wrong and to get out of a position that is not working. They tend to 
procrastinate and stubbornly hold on, hoping that the market will 
eventually recover. Hopefully, this won't be you. 

While some traders hesitate and take a loss, others are often too 
quick to take their profits, fearing that their profits will slip away 
from them. Although there is nothing basically wrong with taking 
profits, making a practice of taking small profits—again—requires 
that your judgment be correct most of the time (which is hardly 
likely) or that your losses be correspondingly smaller than profits 
to show an overall profit. 

There is no sure-fire method of beating the market—one that 
guarantees a profit on every trade. However, you do not have to be 
right on the market every time to make money trading commod¬ 
ities. But you do have to make more money on those trades when 
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your judgment is correct than you lose on those occasions when 
the market does not perform as you expect. In other words, you 
can even be wrong more often than you are right and still make an 
overall profit—as long as you limit losses on your unsuccessful 
trades and let your profits run on your successful trades. Your 
dollar return on the fewer sucessful trades will exceed your dollar 
loss, even though the unsuccessful trades were more numerous. 
By limiting your losses and letting your profits run, you tend to 
gain a lot more when you are right than you lose when you are 
wrong. 


Protecting a Position 

Once you have initiated your position and have determined that 
the fundamental and technical factors for a particular commodity 
are in sync and you place an order with your broker, you should at 
the same time determine how far you are willing to let the market 
go against you before you abandon the position. 


TRY THIS 

If the market does not perform as you had anticipated, what can you 
use to minimize your loss in the event of poor judgment? 

HERE'S WHY 

In this instance, a stop order would do the trick. A stop-loss order is a 
built-in safeguard for the speculator. When properly used, it acts as a 
safety valve and may save you from unwarranted "excesses of opti¬ 
mism." 

A chart of the price action of a particular commodity is useful in 
helping you determine where to place a stop order. You should be 
cautious not to place a stop too close to the market where a minor 
reaction will eliminate your position; but neither should you place it 
too far away from the market where you would suffer a greater-than- 
necessary loss before it is activated. The amplitude of the daily price 
fluctuations should be considered in your decision as to where a stop 
order should be placed. 
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example: You decide to buy soybeans at $5.90. Before entering into a 
transaction, you decide how much you are willing to let the market 
go against you before you liquidate your position. You choose to 
limit your loss to approximately 3 cents. You then place a stop order 
to sell 3 cents below the market, or at $5.87. If the market reaches 
that price, your broker will have a market order to sell at the best 
price obtainable. The market goes against you, and your sell stop is 
elected. Your long position is liquidated (sold) at the market price at 
that time. 

Though you have incurred a loss, you have limited it to an 
approximate predetermined amount. If the market moves in your 
favor, you can always cancel your original stop and raise the stop 
price to protect your profit. 


Enhancing Your Profit 

Making the most of the profits you earn when trading in the 
futures market can perhaps be one of the wisest and most reward¬ 
ing aspects of trading. Since these profits are far from being de¬ 
pendable, as are the dividends on a stock or interest from a CD, 
they can only be made when profitable situations develop. This is a 
fact that traders too often lose sight of in their desire to obtain a 
profit. 

When you have to make a certain amount of money by trading, 
you cannot possibly analyze situations as objectively as if the 
necessity for profits were not a consideration. Your desire and 
need for profits will almost certainly cause you to make serious 
trading errors. Hope and desire have no place in commodity trad¬ 
ing. To be successful, a trader must analyze situations in an objec¬ 
tive manner as they develop. You must have patience, and you 
must put yourself in a position to take advantage of profitable 
situations when they occur. But you should never attempt to force 
profits out of a situation that doesn't offer them. 

The tendency to overtrade very often contributes to trading 
losses. Continued success in commodity trading requires conserva¬ 
tive trading, with money you can afford to risk. To trade conserva¬ 
tively, you should have trading capital equal to at least double the 
minimum margin required by your broker. You do not have to 
deposit more margin than required, but the additional funds that 
are earmarked for trading purposes should at least be available if 
needed. This will make your profits all that more rewarding be- 



Orders 


75 


cause the stress and anxiety accompanying the fear of losing your 
capital will not be there. 

Do not risk everything on any one situation. To do so is to 
invest recklessly. To make money in commodities with any con¬ 
sistency, you have to program your trading in such a way as to 
spread your risks over various situations. "Spreading risk" does 
not mean that you must trade in a number of different commod¬ 
ities at the same time. In fact, for the average speculator, trading in 
too many commodities at one time is probably a mistake. Pick one 
or two actively traded commodities, particularly if you have re¬ 
latively limited trading funds, and confine your trading to them. 
Get your diversification of risk by participating in various situa¬ 
tions over an extended period. 

To trade successfully in commodities, you have to follow some 
very basic guidelines: 

• Never depend on your profits; accept them when they are avail¬ 
able. 

• Trade conservatively, with money you can afford to risk. 

• Don't risk all your trading capital on one situation. 

Doing these things will not only limit your risk, it will also make 
your successes much more enjoyable. 



4 

Deliveries 
and the Role 
of the 

Clearinghouse 


Throughout the course of a trading day on an exchange, many 
transactions are finalized. These transactions must be "matched 
up" according to the delivery months and prices, which can be a 
very difficult job. To make this task easier, all trades are cleared 
through an organization called a clearinghouse or clearing associa¬ 
tion. 

A clearinghouse, although a separate entity, works very close¬ 
ly with an exchange. Its primary job is to net out all the criss¬ 
crossing transactions of each day, offsetting contracts of one clear¬ 
ing member with those of others. The function is similar to that of 
the clearinghouse that banking firms utilize—namely, to match 
and settle transactions with a minimum of handling of cash trans¬ 
fers and actual deliveries. 

The clearing operation is vital to the commodities industry. 
Without it, trading would quickly collapse into a jumble of errors 
and confusion. And if it could survive—if only briefly—the trans¬ 
actions would undoubtedly bog down in one legal sandtrap after 
another. Its behind-the-scenes activity guarantees performance on 
the customer's contracts in such a way that he or she never knows 
it's being done. 
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Functions of the Clearinghouse 

All the transactions of one day's trading session have to be 
"cleared” before the start of the next—a difficult and indispensable 
function. But the clearinghouse does even more. 

It guarantees the performance for each transaction that it 
clears. In other words, it guarantees proper and timely delivery to 
every buyer (if the buyer wishes to take delivery) and payment 
upon delivery to every seller (if the seller wishes to make delivery). 
Further, it guarantees payment, whenever a net position warrants 
payment, on any contracts that are to be closed out by offsetting 
transactions. 

In a word, the clearinghouse frees up the FCMs to conduct 
business on behalf of their customers with the confidence that any 
transactions that are conducted in accordance with exchange reg¬ 
ulations will be honored one way or the other. The clearinghouse is 
a source of confidence and integrity for the exchange. 

In commodity trading, the clearinghouse therefore serves 
three functions: 

1. It provides a quick and simple way for traders to settle con¬ 
tracts. 

2. It greatly simplifies deliveries against futures contracts by 
matching deliveries by shorts to open. 

3. It provides uniform and continuing protection against default 
on contracts by guaranteeing performance of all trades of its 
members. 


Membership in the Clearing Association 

In order for the clearinghouse to do its job and fulfill its obligations, 
each member of the exchange must perform according to the rules 
of the exchange. Anyone who buys a "seat" on the exchange is a 
member of the exchange; but members of an exchange are not 
required to be members of a clearing association. Any exchange 
member who transacts business on the exchange for his or her own 
account or on behalf of a customer must have those transactions 
cleared through a member of the clearinghouse. 




78 


FUTURES: A PERSONAL SEMINAR 


Members of the clearinghouse are subject to strict financial and 
other types of qualifications. One qualification requires the 
clearinghouse member to have an office within a short distance of 
the clearinghouse. This requirement expedites the handling of 
delivery notices and the daily pickup of transaction sheets. 


TRY THIS 

All exchange members must also be clearinghouse members. True or 
False? 

HERE'S WHY 

False. Many exchange members, including most of the independent 
floor brokers (“locals'') clear their trades through larger organizations 
with such facilities. The expense of developing the support necessary 
for clearing membership is very large and beyond the means (and 
needs) of individuals and a number of smaller firms. 


The Principle of Substitution 

Once all the contracts are accepted by the clearinghouse, the origi¬ 
nal parties involved in the transaction no longer deal with one 
another. From the time the trade is turned over to the clearing¬ 
house, the member firm deals only with the clearinghouse. In 
turn, the clearinghouse assumes the role of the other party in the 
transaction: It becomes the “buyer" of all contracts that were sold 
and the “seller" of all contracts that were bought. In assuming this 
role, the clearinghouse can accomplish two things. 

First, since the contract is between the clearing member firm 
and the clearinghouse, the firm (or its client) can offset the contract 
at any time without getting permission (to "break" the contract) 
from the originating party. "The other party" is, of course, the 
clearinghouse through which all trades are cleared and guaranteed 
anyway. The clearinghouse makes the futures markets a great deal 
more flexible and convenient by assuming this role. Trading can be 
conducted more freely and with far less legal difficulty. 
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Second, since traders are buying and selling identical con¬ 
tracts, the contracts are easily matchable and therefore can be 
substituted. Once the customer buys back the contract that was 
originally sold or sells one that was originally bought, he or she no 
longer has a contractual obligation. 

example: ABC Company, a member broker, buys a contract from 
XYZ Company. At the end of the trading session, the clearinghouse 
substitutes itself as the other party to the contract: It becomes the 
seller of the contract that ABC bought and the buyer of the contract 
that XYZ sold. 

The next day, ABC decides to sell the contract to EFG Company. 
The clearinghouse again substitutes itself as "the other party" to 
each side of the transaction: It becomes the buyer of the contract that 
ABC sold and the seller of the contract that EFG bought. ABC, in 
effect, bought from the clearinghouse and then sold to the clearing¬ 
house. ABC's obligation to the clearinghouse is finished. The differ¬ 
ence between the buying price and the selling price, less commis¬ 
sion, is ABC's profit or loss. ABC merely transfers its contractual 
obligations to EFG. XYZ is still short with the clearinghouse, and 
EFG is now long with the clearinghouse. 


TRY THIS 

What if EFG were covering a previously established short position 
when it bought the contract that ABC was selling? 

HERE'S WHY 

The number of contracts outstanding would have been reduced by 
one. XYZ would, however, still be short and someone else would 
be long. 


Guaranteeing Transactions 

The clearinghouse guards against the slightest possibility of finan¬ 
cial loss to any member or the clearinghouse itself. When the 
clearinghouse stands in the shoes of every buyer and seller, bound 
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thus to fulfill all contracts, it also guarantees performance of all of 
them. To be able to do so, it must obtain some form of guarantee 
from its member firms. It therefore requires that each member 
deposit money for each contract that is cleared but not offset. The 
performance money deposited by the member firms is called origi¬ 
nal margin. 

Original Margin 

The original margin is deposited in an escrow account at a bank for 
the joint benefit of the member and the clearinghouse. The mem¬ 
ber keeps the original proof of deposit, while the clearinghouse 
holds a duplicate. 

Only three types of security may be used as original margin. 
They are: 

1. Obligations of the U.S. government. Since a clearing member does 
not receive interest on cash deposited as margin, some mem¬ 
bers deposit U.S. Treasury bills or short-term U.S. bonds and 
notes, which earn interest anyway from the government. They 
are accepted but subject to a "haircut," that is, a discount from 
face value. 

2. Stock in the clearinghouse. Sometimes, when the clearinghouse is 
a stock company, members must buy the stock when they join; 
the quantity depends on the volume of trades cleared and 
number of positions carried. The stock is valued at the latest 
book value of the shares. 

3. Cash. As the members' margin needs allow, the cash must be 
deposited or may be withdrawn. 

Variation Margin 

Just as do individuals who deal with a brokerage house, members 
of clearing firms must put up original margin or a cash deposit, as 
we just mentioned. When a change in net position or a price 
change renders the original margin insufficient to meet the re¬ 
quired margin, the clearing firm member is subject to variation 
margin. However, whereas the firms must meet the variation call 
with cash, customers may meet such a call by liquidating existing 
positions. 
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Calculating Variation Margin 

Variation margin is based on the difference between the price at 
which the contract was traded and the settlement price at the close 
of each day's trading. Should the closing (or settlement) price be 
below the price at the time of the purchase, the net figure will be a 
pay, which is an amount the member must pay the clearinghouse. 
Should the opposite occur, when the market moves in favor of the 
firm, the figure will be a collect and the clearinghouse will pay the 
member. 

example: The price of March wheat declines 1 cent during the course 
of trading in one day. All members with a net long position in March 
wheat now owe the clearinghouse 1 cent per bushel, or $50 per 
contract. The market for March wheat has moved unfavorably, 
bringing about a difference of 1 cent between the opening and 
closing prices, which is equal to the variation margin call. 

Early that morning, ABC Company buys 20,000 bushels (four 
contracts) of March wheat at $2.50 per bushel and watches the price 
decline gradually all day long. Since at the start of the day, it had no 
open position with the clearinghouse, its position at the end of the 
day is net long 20M March wheat. Since ABC bought at $2.50 and 
the price declined to $2.49 (a decrease that works out to $50 per 
contract), ABC owes the clearing corporation $200 in variation mar¬ 
gin (four contracts at $50 per contract). It is a "pay" situation for the 
ABC Company. 


TRY THIS 

What if another firm, EFG Company, sold 20,000 bushels of March 
wheat on the opening call at $2.50 per bushel, and on the closing 
call, it bought back the four contracts at $2.49 per bushel? 

HERE'S WHY 

EFG would make a $200 profit. The transactions proved profitable, 
of course, but since one transaction offset the other, EFG would 
simply pocket $200—the clearing corporation does not require any 
additional margin. 
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Since the settlement and all variation calls are made daily, 
margin is kept up to its original levels (“to the market") on a 
day-to-day basis, thereby shielding both members and the clear¬ 
inghouse from losses. 

As an even greater protection in time of volatile trading, when 
prices are fluctuating dramatically, the clearinghouse can make 
variation calls during the trading hours to bring a member's posi¬ 
tion approximately to the market. In such situations, the amount of 
variation margin is based on the commitment outstanding at the 
close of the preceding day and the intraday price change. 

Obviously, the clearing corporation makes no investment prof¬ 
its on its activities. Its position is always equal and opposite to each 
of its members. And since the total long position for the whole 
exchange is always equal to the total short position on the ex¬ 
change, the clearinghouse's position has to be always "net even" 
on the market. Its prime concern is balancing out the transactions 
and guaranteeing performance. Further, since the total of all varia¬ 
tion margin debits is always equal to the total of variation margin 
credits, these funds are merely passed through the clearinghouse 
and all open positions are adjusted to the market. 


TRY THIS 

Each of the following type of security may be deposited with the 
clearinghouse as original margin EXCEPT: 

a. stock in the clearing house 

b. NYSE-listed AAA bonds 

c. U.S. Treasury bills 

d. cash 

HERE'S WHY 

The correct answer is (b). Other than cash and stock in the clearing¬ 
house itself, only U.S. government securities are acceptable deposits 
on original margin. 
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Making and Taking Delivery 

Another function of the clearinghouse is to distribute notices of 
delivery. As a seller to all buyers and as a buyer to all sellers 
through substitution, the clearinghouse allows deliveries to be 
made directly from a short wishing to make delivery, to the oldest 
eligible outstanding long. (Some clearinghouses deliver to the 
“longest" longs, not the oldest.) Interim buyers and sellers are not 
involved in the ultimate settlement, since, through offset before 
maturity, they fulfill their contractual obligations. 

example: In February, Mr. Pone sells 25,000 bushels (five contracts) 
of com for delivery the following September. During the months 
that follow, he does not offset his contracts by a subsequent pur¬ 
chase, and he is therefore still short when the delivery month 
(September) arrives. The seller is obligated either to make delivery 
of the quantity he contracted to sell or to buy back the contracts he 
sold. Mr. Pone chooses to make delivery. He has the choice of 
making delivery during any business day during the month of 
September until the designated cut-off date. On September 10 he 
decides to make delivery and issues five notices, one for each 
contract sold, since a separate notice is required for each contract. 


Delivery of Commodities 

Approximately 2% of all commodity contracts are settled by 
physical delivery of the underlying cash commodity. However, 
delivery procedures and, in particular, the timing involved, need 
to be discussed so that the role of the clearinghouse in the delivery 
process can be better understood. 

Early in the century, legislators enacted a bill that provided for 
federal supervision of grain grading and inspection. This establish¬ 
ment of standard grades is said to have been the most important 
development to promote futures trading. Because of this, a cus¬ 
tomer does not have to actually view the physical commodity 
before accepting delivery. The purchaser can be confident of a 
product that will be delivered several months down the road 
because of the consistencies specified by the standard grades. This 
advantage has stimulated trading of forward deliveries. 
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Timing 

Commodities are traded up to 12 to 18 months (depending on the 
commodity) ahead of delivery; some are traded only in selected 
months (that is, March, May, July, September, and December) 
rather than spread out over the whole year. This system evolved 
from harvest and market times. The selection of a few months for 
trading is still practical today because it is felt that this method adds 
to market liquidity. Financial futures, on the other hand, almost 
always trade in a regular pattern of months, 90 days apart. These 
contracts are available for delivery in March, June, September, or 
December. 

Seller's Option 

In order to keep a steady supply at stable prices, sellers have been 
given flexibility in their delivery of the commodity. At delivery 
time, the seller may specify the place of delivery, the grade or 
quality (out of a range of grades), and the specific day of delivery. 
Deliveries may be made only from facilities on locations authorized 
by the specific exchange on which the trade is made. 


TRY THIS 

Which of the following are selected by the seller of a futures contract? 

I. The exact place of delivery 

II. The day of delivery 

III. The particular grade of commodity being delivered 

a. I only 

b. II only 

c. I and III only 

d. I, II, and III 

HERE'S WHY 

The correct answer is (d). This is referred to as the "seller's option" 
nature of futures which you just read about. Unlike options, to which 
they have many similarities, futures leave no choices in the hands of 
the long (buyer). 
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Delivery Periods 

Contracts trade up to and including the last day of trading, which 
is the last day that a futures contract may be liquidated by an 
offsetting transaction. 

Notices of intention to deliver are submitted to clearinghouses. 
The initiation of the delivery period is known as first notice day. 
This notice may come one to seven days before the first delivery 
day. However, the last trading day and delivery periods all vary by 
commodity and exchange. 


Delivery Grades 

As mentioned earlier, the seller has the option to deliver any grade 
within a range of grades, as permitted by the exchange rules. The 
differences in grades are deliverable with premiums or discounts 
to the contract price. These premiums or discounts are established 
on the basis of the differences that exist normally in the cash 
market between the various grades. 

In the futures market for some commodities, such as financial 
instruments or gold, there is only one grade deliverable, so the 
problem of premium and discounts versus grade does not exist. 


Delivery Points 

Exchanges designate from which point commodities may be 
shipped—authorized warehouse facilities, grain elevators, and 
other places of storage. The seller holds a negotiable receipt issued 
by the authorized facility. The delivery is made by the transfer of 
the endorsed receipt from the seller to the buyer. At this time, the 
buyer hands over a certified check, and the delivery is completed. 


TRY THIS 

When a short delivers grain to an exchange-authorized storage point, 
what does he or she receive? 
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HERE'S WHY 

If you were reading closely, you would have come up with the correct 
answer, which is a warehouse receipt. The seller receives cash upon 
tendering an endorsed warehouse receipt to the buyer, who pays by 
certified check. 


Delivery Notice 

When the seller decides to make delivery, the clearing broker 
issues a delivery notice form to the clearinghouse. The delivery 
notice has all the essential facts regarding the delivery: 

• the grade of the commodity, 

• its price, 

• the place of delivery, and 

• the day on which delivery will be made. 

One thing it does not provide, however, is the name of any 
specific individual to whom delivery is to be made. 

The delivery date is most often the business day following the 
issuance of the notice. For instance, if the notice was issued on a 
Monday, the delivery would be made on Tuesday, unless a holi¬ 
day intervenes. If it were issued on a Friday, the commodity would 
be delivered on the following Monday. The price (the price the 
deliverer is to receive from the long who accepts the notice) is the 
settlement price of the previous session, when the notice was 
prepared. In other words, if the notice is issued on Monday, the 
notice price is the settlement price of the preceding Friday. 


Types of Delivery 

Some notices are transferable and some are non transferable. On 
the New York Cocoa Exchange and the Cotton Exchange, for 
example, they are transferable. On the CBOT, they are not. 

If a holder of a long position, a so-called long, receives a 
transferable notice—even while the contract is still trading, before 
the end of the delivery month—he or she must accept it. However, 
all the long has to do is sell it and pass the notice on or "transfer" it 
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to the buyer. Since the commodity is in the warehouse, certified as 
to grade and ready for delivery, a time limitation is set on the 
transfer. Delivery must be made the next day, so anyone who does 
not wish to accept delivery must sell it within a half-hour. On the 
notice itself are lines for endorsement by each long and a box for 
the time it was received. A sample transferable delivery notice is 
shown in Figure 4-l(a). If the notice stays in the long's hands 
longer than a half-hour, it is considered accepted, or stopped. The 
long must then take delivery. 

A nontransferable delivery notice, on the other hand, is han¬ 
dled differently. The long, upon receiving the notice, can still sell 
the contract to avoid delivery. But the notice cannot be transferred 
to the buyer immediately. The receiver of the notice, the long, 
must keep it overnight and absorb one day's charges: He is 
"stuck," as the saying goes. However, since he has sold and gone 
short, he now causes a new notice to be issued and sent to the 
clearinghouse after the market closes. In so doing, the long is said 
to be "retendering" the notice. The following morning the 
clearinghouse resumes the procedure. The long has two transac¬ 
tions in the account, one for the futures position and the other for 
the cash or actual position. The gain or loss in the actual position is 
the difference between the selling price and the settlement price of 
the retendered notice. An example of this type of notice is shown 
in Figure 4-1 (b). 


TRY THIS 

If a trader takes a long position in the spot month (delivery month) 
and receives a delivery notice that is "stopped," must he accept 
delivery? 

HERE'S WHY 

Yes; once the notice is "stopped," the long holding it must take 
delivery. Because the number of times a notice is transferred may be 
restricted by exchange rules, a long may buy intending to day-trade 
and transfer the notice, only to find he has bought a "stopped" 
delivery notice and now owns the physicals. This is just one of the 
many dangers for speculative traders operating in the delivery 
month. 
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FIGURE 4-1 (a) Transferable Delivery Notice (On the back of this sheet is a log for keeping 
track of who accepted the notice, when, and to whom it was transferred.) 


C/H No._ 

Ifcfl ML 


New York Cotton Exchange Transferable Notice 


Contact No . 


Please take notice that, on__ in accord in ce with and subject to the New York Cotton 

Exchange By-Laws and Rules applicable to Contract No. 2 and the Internal Revenue Code, Section 4863. we thaii deliver 

to you or the Last acceptor of this notice,_square bales of cotton weighing 30,000 pounds (1% more or lew) 

at the transferable notice price of_cents per pound, basis Strict Low Middling 1*1/16 Inch, warehoused m 

_jniaooaire tested by the U.S.D.A. at not las than 3.5 nor more than 4.9 and classed and reviewed by 

(Pmm or Dtlivvrr) 

the United Stares Department of Agriculture as follows: 


Good Middling 


Series Middling 


Middling plus 


Middling 


Strut Low Mid. plus 


Strict Low Middling 


Low Middling plus 


Low Middling 


Good Mid. Li. Spotted 


Strut Mid. Li. *oocud 


Middling Lt. Spotud 


NON-RAIN-GROWN 


Good Middling 


Stria Middling 


Middling plus 


Middling 


Stna Low Mid. plu* 


Strut Low Middling 


Low Middling plus 


I Low Middling 


Good Mid. Li. Spotted 


Strict Mid Li. Spotud 


Middling Lt Spotted 


Non Ram-Grown Cot to 
Deliverer's Claaa— 


/C 

/C By- 


Accepted 


Transferred 
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FIGURE 4-l(b) Nontransferable Soybean Meal Delivery Notice 


No. 


SOYBEAN MEAL DELIVERY NOTICE 


BROKER & CO. 

INCO*PO«*TIO 

NEW YORK, N. Y. 10011 


19 


BOARD OF TRADE CLEARING CORPORATION 


We have on hand ready for delivery the following described Soybean Meal Shipping Cer¬ 
tificate, and hereby made tender to you for the same, in fulfillment of contract of sale to you of 
100 tons (2,000 pounds each) of Soybean Meal of Stondord of Board of Trade of the City of 

Chicago at_ 44% Protein Soybeon Meal. 

Soybean Meal Shipping Certificate, Registrar's Number_ 

registered on__ 19_, issued by Shipping plant of 

_Located at- 

_, 100 tons at Delivery Price_ 

per tan *__ Less premium_days @_ 

cents per ton per day *___ 

ETL Certificate (delivery price) 

Semi Unrestricted Certificate, premium of $3.25_per ton • S. _ 

Amount due upon surrender at Soybean MeaTShipping Certificate 

S_ 

BROKER & CO. 


By 


Premium charge paid to ond including__ 19_ 

Number of days from date of registration or date to whichpremiumpaid to date of delivery (not 
counting date of registration or date of payment of charges but counting day delivery mode) 


days. 


£. & O.E. 
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Delivery Responsibilities 

One way or the other, once a long accepts the delivery notice—or 
stops it—the clearinghouse's obligation is ended. The seller is in¬ 
formed of the buyer's identity, and then the two parties make all 
the arrangements from that point. They may also make certain 
adjustments, if necessary, in accordance with the certified grade 
and weight of the commodity. 

The delivery is considered complete and the contract closed 
when the buyer accepts a warehouse receipt (indicating the storage 
of the commodity) from the seller and, in turn, pays in full with a 
certified check. Payment is not made through the clearinghouse. 
The only link the clearinghouse maintains with the contract is that 
it retains the margins on account until the actual delivery is made. 


Financial Protection 

The clearinghouse has ample protection against default as a result 
of its original and variation margin requirements. Margin deposits, 
however, form only the foundation for the resources that make it 
possible for the clearinghouse to guarantee all cleared contracts for 
both delivery and payment. As a further safeguard and as a condi¬ 
tion of membership, a clearing member contributes to the guarantee 
fund of the clearinghouse. 

Another source of financial guarantee is the charge of a small 
fee for the clearing member's trades. This source of revenue helps 
to cover costs and accumulates to become the surplus fund. Money 
in this fund is invested in U.S. government bonds and the interest 
earned is applied to the operating expenses of the clearinghouse. 

Even though the clearinghouse has taken many precautions to 
protect itself against the risk of default by a member, it follows 
certain procedures during just such an occasion: 

1. It will close out all of a member's contracts by purchase and sale 
on the exchange floor. 

2. The deficit owed to the clearinghouse is first paid for from the 
margin account. 

3. Should the margin account be insufficient, then the member's 
contribution to the guarantee fund is used. 
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4. The next step to cover a deficit is to draw on the surplus fund to 
an extent determined by the board of directors. 

5. If the surplus fund is exhausted, the general guarantee fund 
stands as an additional reserve. Once the guarantee fund is 
drawn upon, the balance must be restored by assessing all 
clearing members. Clearing members may be jointly liable to 
the full extent of their capital. 


TRY THIS 

If a member firm goes bankrupt and cannot meet its obligations to a 
clearinghouse, a customer's accounts are protected by: 

a. The CFTC 

b. The exchange 

c. SIPC 

d. The guarantee fund 

HERE'S WHY 

The answer is (d). In effect, all the other clearinghouse members are 
liable not just for their contributions to the fund, but also for contribu¬ 
tions to emergency assessments if necessary. Note that the Securities 
Investor Protection Corporation (SIPC) in choice (c) covers only secu¬ 
rities accounts, even if a bankrupt member also carried futures posi¬ 
tions. 


5 

Market 

Analysis 


Investors who trade in commodities, whether as their main 
occupation or as an investment sideline, usually use one of two 
basic approaches to forecast prices and to decide whether to buy or 
sell. These two approaches are: 

1. the fundamental analysis approach, and 

2. the technical approach, or price movement analysis. 

The principles underlying these two basic approaches to price 
forecasting must first be understood and then the commodity 
trader can learn how to apply them to actual markets. 

Since the two basic approaches are founded on two entirely 
different concepts, traders are usually inclined to be strongly in 
favor of either one approach or the other. However, exclusive use 
of either approach is not wise. Common sense advises that to 
obtain the best possible trading results with the least amount of 
risk you should combine the good points of both approaches. How 
much of a combination is practicable depends on the market situa¬ 
tion and also, to some extent, on the circumstances and objectives 
of the individual trader. After reading about the merits and draw¬ 
backs of each approach, you can decide which aspects of each are 
best for you. 
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Fundamental Analysis 

The fundamental analysis of futures markets is based on a study of 
the underlying supply-and-demand factors that are likely to shape 
the trend of prices. The pure technical analyst, on the other hand, 
is concerned exclusively with the behavior of prices themselves 
and not with the factors that cause price movement. The fun¬ 
damental analyst devotes his or her attention to such influences as 
the relationship between supply and demand, government pro¬ 
grams, international commodity agreements, political develop¬ 
ments, inflation, and so on. 

The theory behind this approach to futures trading is that 
supply and demand interact to determine prices. A supply scarcity 
results in a higher average price level than a supply surplus, all 
other factors being equal. However, "all other factors" can also 
have a significant impact on the supply, the demand, and the price 
of any commodity or financial instrument. The fundamentalist 
evaluates the existing and probable supply/demand balance, takes 
into account identifiable external factors that affect it, and then 
assumes a market position that is based on his price forecast. 
Fundamentally based forecasts, as well as their resulting market 
positions, tend to be long term. 

The fundamental analysis approach to commodity trading is 
actually tied closely with normal seasonal price tendencies. For 
example, the fundamental market analyst knows that Chicago 
December wheat usually reaches a summer low sometime in July 
or August—possibly even as early as June—and that from this low 
a seasonal price advance normally extends into at least November 
or December. The fundamental market analyst also knows that 
Chicago July com normally stages an advance from a fall or winter 
low to a May, June, or July high, and that Chicago November 
soybeans usually stage a decline from a spring or summer high to a 
fall harvest-time low. By knowing these seasonal tendencies and 
by fully understanding the factors and the particular situations 
responsible for each, the fundamental analyst is likely to fall into a 
normal seasonal price pattern or run an irregular path. 

In either event, the fundamental trader is usually able to take 
full advantage of the major price moves. Actually the fundamental¬ 
ist is in a better position to do so than the technical trader. The 
technical trader, who is not so concerned with such factors, does 
not take a position until after the market itself confirms that a move 
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is underway. Furthermore, during periods of erratic or indecisive 
market action, the technical trader, depending on the particular 
system being used, may be forced to change positions several 
times. Conversely, the fundamental trader, who has studied and 
understands the factors involved in the situation, is less likely to 
lose perspective and abandon a position that is actually sound and 
that, if maintained, will prove profitable in the long run. 

The fundamental market analyst may also, along with an 
appraisal of market factors, give some consideration to the be¬ 
havior of the market itself. By doing so, he or she is actually using 
some of the techniques used by the technical analyst. But this 
practice is not incompatible with fundamental market analysis. As 
a matter of fact, the good fundamental market analyst continuous¬ 
ly observes and interprets market action. Market action often pro¬ 
vides an actual checkpoint as to whether the market is performing 
as expected; it is used to double check the analysis. By giving 
consideration to price movement, the fundamental trader often 
improves the timing of purchases and sales based mainly on the 
original fundamental analysis. 

The fundamental approach to commodity trading appeals to 
many traders for many reasons. 

1. It permits a trader interested only in longer-term price swings to 
take a position and maintain it with a minimum of attention to 
day-to-day market action. Without a long-term perspective, 
short-term price jolts will often knock a trader out of an other¬ 
wise good position. 

2. It provides many traders with an understanding of why prices 
move higher or lower. 

3. The trader is able to understand such movements by studying 
the factors that cause such price changes. 

4. Most traders like to have a "reason" for making a trading 
decision. Many traders find it psychologically difficult to estab¬ 
lish a market position that is based on the turn of a moving 
average or the violation of a trend line. A rationale for a trade 
that is based on a serious study of supply-and-demand data 
often provides the strength of commitment necessary to stay 
with a particular trade. 

Briefly, the principal difference between the technical and fun¬ 
damental approaches is that the technical trader makes no attempt 
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to study fundamental factors. The price-movement analyst is con¬ 
tent to follow the moves as they occur, relying on the action of the 
market itself to determine when to buy and sell. The fundamental 
trader, on the other hand, studies market factors in detail. By 
appraising situations and by studying all factors, this trader deter¬ 
mines in advance whether prices are likely to move higher or lower 
and then takes a position in the market accordingly. 

Fundamental analysis does have a number of weaknesses 
when looked at as the sole basis for trading decisions. These weak¬ 
nesses include the following: 

1. It is imprecise. The best fundamental forecast will predict an 
“average" high or low or a probable “range" of prices. It is 
difficult to be more precise than this. Thus, when markets are 
near their fundamental price objectives, it is difficult to know 
how to react. Will prices stagnate, will they shoot beyond all 
objectives because of speculative excess, or will they reverse? 
Fundamental analysis provides no easy answers. In addition, 
the imprecision of fundamental analysis makes trade timing 
difficult. If prices are expected to reach a peak six months from 
now, when should we get long? Will prices rise gradually over 
the next half year or will they erode for 5’/2 months before 
skyrocketing to new highs? 

2. Fundamental analysis cannot take into account all the many 
variables that currently influence price nor those factors that 
may not be of influence now but that will be in the future. This, 
critics say, leaves fundamental forecasts vulnerable to the "sur¬ 
prise factor." 

3. Modern futures markets tend to be extremely price-efficient. 
This means that their prices tend to reflect, or discount, known 
fundamentals very quickly, even before any formal analysis is 
conducted. As a result, fundamental analysis may tell us why 
prices are at present levels rather than where they are likely to 
g°- 

4. The fundamental approach, in and of itself, does not incorpo¬ 
rate any risk-control safeguards. It is possible for fundamentals 
to undergo no apparent change while prices move against a 
tradeds position and wipe out his entire equity. In fact, one of 
the strengths of fundamental trading—that it gives traders 
more persistence in long-term price trends—is a major weak¬ 
ness when prices are moving adversely for no apparent reason. 



96 


FUTURES: A PERSONAL SEMINAR 


Sometimes the fundamental reasons for a price move come to 
light only after a trader's equity has disappeared. 

Even though fundamental analysis has its weaknesses, it still is 
an important element in good futures trading programs. Used in 
combination with technical trading signals and money manage¬ 
ment protection, it provides the basis for trading those major price 
swings that have made futures markets—and some of their trad¬ 
ers—famous. 


TRY THIS 

A fundamental futures trader is more likely to be interested in long¬ 
term price moves than is the technical trader. True or False? 

HERE'S WHY 

The answer is True. The general assumption is that the evolving of 
the supply/demand figures necessary to make major trend predic¬ 
tions is a long-term proposition. Short-term fluctuations are too rapid 
and "emotional" to respond to the same kind of information that 
fundamental analysts find most useful. 


Market Factors 

Your success in applying the fundamental analysis approach to 
your trading technique depends primarily on your ability to evalu¬ 
ate the basic market factors. Which factors? What statistics are used 
in figuring supply-and-demand balances? What are the seasonal 
price tendencies for various commodities, and what causes them? 
What do you look for when comparing current and past price 
levels? Are there government programs that impact on the de¬ 
mand or on the available (not removed from the market) supply? 

You must be able to separate the important factors from the 
vast amount of day-to-day market information that is important 
only as it relates to and affects these factors. We'll explain how 
that's done. 
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Supply and Demand 

The most influential factor in determining the price of a commodity 
is the supply-and-demand balance—the amount of a commodity 
that is available in relation to requirements. This relationship is the 
central focus of all fundamental analysis. 


The Nature of Demand 

The demand for a specific commodity is defined as the quantity of 
that commodity that consumers are willing to purchase at different 
prices during a particular time period. It is obvious that consumers 
are willing to buy more at lower prices than at higher prices. The 
amount that is demanded increases as prices decline, and it de¬ 
clines as prices increase. For this reason, we say that demand is 
inversely related to price. Figure 5-1 graphically depicts the rela¬ 
tionship between the quantity demanded and price. 

The line shown in Figure 5-1 is called a demand curve. The exact 
shape and slope of the demand curve are determined by condi¬ 
tions at a particular time, but the general slope is always down¬ 
ward to reflect the inverse relationship between quantity demand¬ 
ed and price. Why? First, at a lower price you can afford to buy 
more of something out of a given amount of income. Second, at a 


FIGURE 5-1 


Typical Demand Curve 


Demand 



As price increases, demand decreases, and as price decreases, 
demand increases. 
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lower price you are likely to want to buy more of something 
because it becomes more attractive compared with other things on 
which you might spend your money. Finally, lower prices will 
encourage the development of alternative uses for a commodity. 

Changing conditions (other than price) will alter the shape and 
slope of the demand curve during a period of time. Either a part or 
all of the demand curve will steepen or flatten as changes occur in 
the factors that influence demand. There are four main factors that 
influence demand and, therefore, the shape of the demand curve. 

1. Consumer income affects demand. An increase in income 
causes consumers to demand more of some commodities. Beef 
is a good example. For other commodities an increase in income 
causes consumers to demand less at each price. Potatoes are 
often a good example of this because higher incomes can cause 
consumers to eat more meat and fewer potatoes. 

2. An increase in the prices of competing commodities will tend to 
increase the demand for a product. If beef prices increase, 
demand for pork and chicken will probably increase if their 
prices remain constant. 

3. Changing tastes and values can bring about shifts in demand. 
Demand for frozen concentrated orange juice (at a given price) 
increased tremendously during the 1950s as the product gained 
wide consumer acceptance. Shifts in demand for this product 
continue to occur as consumer preferences shift between the 
fresh and the frozen product. Per-capita consumption of beef in 
the United States declined in recent years due to changing tastes 
and health considerations. 

4. Consumer expectations affect demand. If consumers expect the 
price of a particular commodity to rise, their demand for that 
commodity will also rise in anticipation. On the other hand, 
expectations of falling prices will cause some purchases to be 
postponed. Expectations of coffee shortages and higher prices 
have led to consumer hoarding a number of times since the 
1970s. 

The degree to which the quantity demanded responds to a 
change in price is called the price elasticity of demand. Economists 
classify demand as elastic or inelastic on the basis of the relative 
responsiveness of quantity demanded to changes in price. The 
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demand for a commodity is said to be price inelastic if a large change 
in price is required to bring about a relatively small change in the 
quantity demanded. For example, if a 50% drop in coffee or gaso¬ 
line prices would bring about a 10% increase in the quantity de¬ 
manded, coffee and gasoline demand would be said to be relative¬ 
ly price inelastic. 

Demand for a commodity is likely to be inelastic when: 

1. there are few good substitutes, 

2. consumer outlays for the commodity are small, 

3. the commodity is a necessity or the demand for it is urgent, and 

4. the demand for the commodity stems from the demand for a 

related product (the demand for tires will be more a function of 

the demand for cars than of the price of tires). 

The elasticity of demand is an important issue for many of the 
commodities that are traded on futures exchanges. In comparison 
to such items as televisions, jewelry, or home computers, the 
demand for most commodities that are traded on futures ex¬ 
changes is relatively price inelastic. Farm products are a good 
example. In periods of surplus production, prices must often drop 
drastically to increase consumer demand and absorb excess sup¬ 
ply. Why? Because demand is relatively unresponsive to changes 
in price. People can eat only so much bread and pork, and animals 
can consume only so much corn or soybean meal. Very large 
changes in price are required to bring about very small changes in 
overall demand. In periods of shortage, very large increases in 
price are necessary to bring demand down and avert a total deple¬ 
tion of the commodity. (Export competitiveness, in which price 
changes can have great effects on demand, also enters into the 
supply/demand balance.) 

In a sense, price elasticity of demand is one of the many factors 
that account for the excitement of futures trading in certain com¬ 
modities. Relatively small and seemingly unimportant changes in 
a market's supply/demand balance produce large and important 
changes in price where there is a close supply/demand balance. 
Because of leverage, even larger changes in traders' equities result. 
A 5% change in the supply of corn might produce a 10% or 15% 
change in its price; a 10% or 15% change in the price of corn can be 
enough to more than double or wipe out the equity in a corn 
trader's account. 
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The Nature of Supply 

Supply is defined as the quantity that producers will offer for sale 
at different prices. Like demand, supply can be plotted on a graph, 
as shown in Figure 5-2, with "Supply” on the vertical axis and 
"Price" on the horizontal axis. Unlike the demand curve, the 
supply curve slopes upward, signifying that suppliers will make 
more of a product available as the prices they receive increase. 

Among the factors that influence the shape and the slope of the 
supply curve are: 

1. the cost of the factors of production, 

2. the state of relevant production technology, and 

3. the prices of competing products. 


Supply-and-Demand Balance 

To figure supply-and-demand balances, you rely mainly on gov¬ 
ernment statistics. With government statistics continuously avail¬ 
able, figuring supply and demand is a lot easier. With few excep¬ 
tions these statistics, both with respect to supply and utilization. 


FIGURE 5-2 Typical Supply Curve 



As price increases, supply increases, and as price decreases, 
supply decreases. 
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are issued by the U.S. Department of Agriculture (USDA) and are 
commonly referred to as official estimates. Sometimes you may 
feel that a government estimate is too high or too low. In such 
cases, the procedure is not to ignore the estimate but rather to 
adjust it in making supply-and-demand computations. 

In domestically produced agricultural commodities, such as 
com, cotton, soybeans, wheat, and cattle, preliminary govern¬ 
ment crop estimates are issued well ahead of the actual harvest. 
These, plus private reports and perhaps a personal record of crop 
conditions, make it possible to forecast probable supply-and- 
demand balances well in advance. You can obtain a complete list of 
the various government reports available on both supply and 
utilization by writing to the U.S. Department of Agriculture in 
Washington, D.C. The Food and Agriculture Organization also 
produces useful statistics. 

Supply-and-demand balances are statistics based on a crop 
year or marketing period, not a calendar year. A crop season 
begins on the first of the month closest to the harvest period. For 
statistical purposes, a new crop is assumed to be fully available at 
the start of the new crop season. 

In figuring the total supply of a commodity for a particular 
season, three categories of supply must be taken into account: 

1. the new crop, 

2. the old crop carryover, and 

3. probable imports. 

The old crop carryover consists of all unused stocks (from 
either the previous or earlier crops) that remain at the end of the 
immediately preceding season; these unused stocks are sometimes 
referred to as reserve stocks. Since the supply of a commodity is 
made up of inventories plus current production, nonstorable com¬ 
modities have no inventories and therefore current production is 
the sole supply: live cattle and hogs, and iced broilers for example. 
The supplies of other commodities that are byproducts, while they 
may or may not be storable, depend on the production of raw 
materials from which they are processed. The marketable supply 
of soymeal, plywood and lumber, and eggs is considered the 
current production, and their prices may be influenced by the 
supply and price of the "parent" commodity. Frozen pork bellies 
(raw bacon) and frozen concentrated orange juice are storable, and 
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inventories must therefore be considered. However, they too rely 
on the production of "parent” commodities. 

Seasonal production and price patterns also appear in com¬ 
modities other than grains. Hog production (pig births), for exam¬ 
ple, is the largest during the spring months of March, April, and 
May. These newborn pigs are brought to market during the period 
of August through December. Cattle also go through a production 
cycle inasmuch as heifers are not bred until they are approximately 
three years old. The "fattening” process of a yearling calf runs six 
to nine months. The length of time required from breeding to the 
"finished product" has a large impact on supply and price cycles. 
One of the most important fundamental factors that influences 
production and supply—particularly in livestock—is the feeding 
cost. This ratio is expressed as the number of units of corn equal in 
value to 100 pounds of pork or beef. The ratio expressed is high 
when the value of corn is low relative to the sales value of beef. In 
other words, a ratio of 20 to 1 (20/1) indicates that corn is inexpen¬ 
sive relative to the sales value of livestock and that feeding is 
profitable. These ratios are calculated and released monthly by the 
USDA. 

In calculating supply, it is necessary to be aware of any carry¬ 
over supplies "locked away" in government price support pro¬ 
grams or made newly available because of any changes in such 
programs. 


TRY THIS 

What does a supply-and-demand balance include? 

HERE'S WHY 

Three categories of supply must be taken into account when figuring 
the total supply of a commodity for a particular season. They are the 
new crop, the old crop carryover, and any probable imports. 


TRY THIS 

If the hog/corn ratio is high, a farmer would probably do which of the 
following? 
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a. increase corn acreage 

b. decrease corn acreage 

c. decrease breeding and feeding of hogs 

d. increase breeding and feeding of hogs 

HERE'S WHY 

The correct answer is (d). A high ratio means com is cheap relative to 
the pork produced by feeding it to hogs. In other words, it pays to 
feed the corn to the hogs and fatten them, so a farmer profits most by 
increasing hog production. 


Price Levels 


An extremely important factor to the fundamental market analyst 
is the price level. In fact, in fundamental market analysis, the level 
at which a commodity is selling is a constant consideration. After 
all other considerations, selling price is often the deciding factor 
regarding a bullish or bearish status. 

Four types of price comparisons are made to determine 
whether the price of a commodity is too high or too low: 

1. Observe the price level at which a commodity is selling in 
relation to the current (or anticipated) government loan rate. 

2. Mark the selling level compared to prices in past seasons when 
similar conditions prevailed. 

3. Note whether the price of a commodity appears to be too high 
or too low compared to the price of competing commodities. 

4. Look at how foreign prices for the same commodity compare to 
domestic prices. 

The price that brings supply and demand into balance is 
known as the equilibrium price. In theory, at least, it is found by 
combining the supply curve and the demand curve, which we 
discussed earlier, and is shown in Figure 5-3. 

The fundamental analyst constructs the expected supply and 
demand curves for an item and then estimates the equilibrium 
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FIGURE 5-3 


Typical Supply/Demand Graph 


Quantity 



The equilibrium point is the price level at which supply equals demand. 


prices that will bring market forces into a state of rest. In effect, 
prices fluctuate in an effort to find their equilibrium. Prices that are 
too high increase supply, decrease demand, and lead to lower 
prices. Prices that are too low increase demand, decrease supply, 
and lead to higher prices. Prices that are “just right" keep supply 
and demand in balance. 


Seasonal Price Tendencies 

There is a tendency, more pronounced in some commodities than 
in others, for prices to follow an established seasonal pattern. The 
tendency in wheat, for example, is for prices to go through two 
cycles of advance and one of decline, all in a 12-month crop season. 
These seasonal price cycles move as follows: a moderate to broad 
advance from the July-August low to the following November- 
December high; a moderate to substantial decline from the Novem- 
ber-December high to the following February low; a recovery from 
the February low to the March-May high; and then a decline to the 
July-August low, thus completing the full 12-month cycle. Com 
and soybean prices tend to reach a seasonal low some time in the 
October-December period, with seasonal highs reached sometime 
between May and July. Pork bellies ran up from a March low to a 
July peak and resume the slide to a November low with a gradual 
recovery in December. 

Some market analysts consider the separate influences that 
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cause seasonal price tendencies as basic factors rather than regard 
this overall tendency as a basic factor by itself. 

Other considerations that affect seasonal price patterns include 
external forces such as unusual export demand (Russian wheat 
sales), abnormal weather, and labor disruption. 

Obviously, seasonal price tendencies should not be relied on 
alone as a basis for making purchases and sales. They should serve 
as a guide only and be considered in conjunction with other fac¬ 
tors. If an average supply-and-demand balance exists, you would 
expect prices to probably follow a normal seasonal pattern. On the 
other hand, if the fundamental supply-and-demand situation is 
either extremely bullish or extremely bearish, or if some unusual 
special influence is affecting the situation, you can reasonably 
assume that the seasonal price pattern will be distorted. 

Also to be considered in conjunction with seasonal price ten¬ 
dencies is the prevailing price level, both in relation to the level that 
has existed in past seasons when conditions have been similar and 
in relation to the government loan rate. If, for example, the price of 
a commodity appears to be unusually depressed at the time of the 
year when a seasonal low is normally reached, you could expect 
that prices might undergo a broader than average seasonal ad¬ 
vance. On the other hand, if the market appears to be overpriced at 
the time when a seasonal low is normally reached, you would 
logically anticipate a smaller-than-average seasonal price advance. 
In fact, if the market appears to be sufficiently overpriced, you 
might conclude that prices should actually decline during the 
period of normal seasonal advance. 

You should not attempt to lay down a hard-and-fast rule that 
will apply in all cases. But a good general rule for the fundamental 
trader is that you should avoid being long during periods of the 
year when seasonal price declines usually occur, and you should 
avoid being short during periods of the year when seasonal price 
advances usually occur, unless you have a particularly good reason 
for doing so. 


How Market Factors Influence Prices 

The basic market factors, or their various combinations, normally 
lead to definite types of market situations. Actually, what the 
fundamental market analyst must do is evaluate the basic factors 
that exist and then decide what type of situation will likely result. 
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Total Supply Scarcity 

A total supply scarcity is basically the most bullish of all situations. 
In such a circumstance, you don't turn bearish, or sell, until prices 
have become high enough to discount the bullish supply situation. 
How far prices advance before leveling off depends, of course, on 
how acute the scarcity is. Bullishness also depends on whether 
commodity prices, as a whole, are advancing or declining. Even 
with all these considerations taken into account, you will find that 
predicting the peak is still extremely difficult in a scarcity situation. 

In fact, predicting the level at which the bull market will top out 
is probably tougher in a total supply scarcity situation than in any 
other. There is no reserve supply that will become available "at a 
price." The market has no ceiling, no top. In such a market, the 
fundamental trader should rely more on price movement analysis 
to determine when the bull move has topped out. In other words, 
follow the market rather than try to outguess it. 

When estimates indicate that demand during a particular sea¬ 
son may be in excess of available supply, prices tend to advance 
and thereby curtail purchases for demands of lesser importance, so 
that the available grain satisfies the more urgent requirements. As 
prices move higher, buyers become more reluctant to purchase; 
instead, they seek substitutes where feasible, postpone buying, or 
purchase only requirements necessary to maintain a working in¬ 
ventory. 


TRY THIS 

A total supply scarcity is bearish. True or False? 

HERE'S WHY 

False. On the contrary, it is the most bullish of all situations. Longs 
benefit when they control contracts on limited supplies, so that those 
who wish to obtain the commodity must bid up the prices. With a 
total scarcity, price rises are steep and very fast, making the market 
far more responsive to technical, rather than fundamental, forces. 
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Total Supply Surplus 

When production is substantially in excess of requirements, result¬ 
ing in a total supply surplus, prices generally decline to, and 
average out at, a relatively low level during the entire crop season. 
In such situations, a wider-than-average discount below the loan 
rate, preferably during the early part of the crop season, is needed 
to lay the groundwork for a sizable and extended advance. 


Free Supply Scarcity 

A free supply scarcity is an artificially created scarcity that results 
from the federal government's program aimed at stabilizing farm 
prices. Under a program authorized by Congress, the U.S. Depart¬ 
ment of Agriculture can make loans to farmers at a designated loan 
rate, taking the farmers' surplus inventory as collateral. (The gov¬ 
ernment farm policy was a major factor in controlling prices and 
supplies through the loan programs, acreage diversion, and price 
supports until world shortages began to appear, principally in 
wheat and corn.) In this way, in times of great surplus, the govern¬ 
ment can in effect hold back some of the surplus until prices rise 
enough to warrant selling it on the open market. The loans are 
available only on certain commodities and only for a limited time 
after the harvest (called the impounding deadline). The loans are 
called nonrecourse loans , because they give farmers the choice of 
default without penalty or of paying off the loan prior to maturity 
and redeeming the commodity. 

Since it is artificial, the free supply scarcity is not as bullish as a 
total supply scarcity. An adequate supply exists, but not all of it is 
immediately available; part of that supply is owned by the govern¬ 
ment and some of the current crop may have been placed under 
loan (impoundings). The bullishness is limited to a certain price 
range. The top of the range is the premium of the market price over 
the loan value necessary to make paying off the loans profitable 
and placing the grain into supply channels. The lower limit is the 
discount necessary to draw the surplus portion of the supply 
under loan. Obviously, the USD A carefully regulates the resale or 
other disposition of these surplus stocks, so as not to unfairly 
suppress free market prices. This situation is encountered very 
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often in markets heavily dominated by surpluses and government 
support programs. 

example: In a certain commodity, the total supply for the season— 
carryover, imports, and production—is 1,500 million bushels. But 
the estimated requirements are only 800 million bushels. From a 
total supply standpoint, the supply far exceeds probable needs. 
From a free supply standpoint, however, the picture is a little 
different. The government owns 500 million bushels of the carry¬ 
over, reducing the free supply to 1,000 million bushels. Of the total 
requirements, probably 50 million bushels will be filled from gov¬ 
ernment stocks, leaving 750 million to be filled from free stocks. 
Therefore, where the total supply exceeds requirements by 700 
million bushels, the free supply exceeds free requirements by only 
200 million bushels. This 200 million bushels is the free supply 
margin. If more than this margin is placed under loan, thus reduc¬ 
ing the free supply, a shortage of free stocks will occur in relation to 
free requirements. Hence, the free supply scarcity. 


TRY THIS 

What does this artificial scarcity result in? 

HERE'S WHY 

This artificial scarcity results in a bullish situation, because in order 
for requirements to be met, prices must move up to where the free 
supply is increased either by stocks coming back out from under 
loan (redemption) or by Commodity Credit Corp. (CCC) sales for 
unrestricted use. 


Free Supply Surplus 

This is the most bearish supply-and-demand situation, because a 
free supply surplus usually means an even larger total supply 
surplus. In other words, even after allowing for all that is owned by 
the government and all that is under loan, there is still a sizable 
surplus on the basis of free supply calculations. How bearish a free 
supply surplus is depends on the size of the surplus. When an 
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indicated free supply surplus exists, prices will always have to sell 
at a sufficiently wide discount under the government loan price to 
draw the free surplus, or at least most of it, under loan. A small 
discount should be enough to cause a small free surplus to be 
impounded, but if the free surplus is large, you may be reasonably 
certain that a wider-than-average discount is required. 

Now that you know about the basic factors regarding fun¬ 
damental analysis, perhaps a quick summary of its use is in order. 
Table 5-1 lists guidelines to follow. 


TABLE 5-1 Basic Guide for Applying Fundamental Market Analysis 

1. Calculate the total supply-and-demand balance: 

a. Increase or decrease in carryover stocks. 

b. Price patterns from similar situations in the past. 

2. Calculate the free supply-and-demand balance: 

a. Free surplus or artificial scarcity. 

b. Amount impounded to absorb surplus/redeemed to alleviate 
scarcity. 

c. Discount under/premium over the loan in the past. 

3. Consider seasonal tendencies: 

a. Prices follow tendency—immediate or delayed position. 

b. Trade with established tendency. 

4. Observe price level: 

a. Prices too high or too low. (See lb above.) 

b. Look/allow for possible counter-seasonal move. 

5. Consider any existing factor of a special nature. 


Macroeconomic Influences 

Fundamental analysis has two important components. One is the 
supply/demand balance of the particular item being studied, as 
you have just read. The other is the macroeconomic background 
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against which these fundamentals must be evaluated. Factors such 
as inflation, currency fluctuations, and monetary and fiscal policies 
affect overall price levels and should be incorporated into any 
fundamental analysis. Some of these macroeconomic forces are 
discussed in the following pages. 


Inflation 


During periods of extreme inflation a commodity normally sells at 
a higher price than ordinarily warranted on the basis of supply- 
and-demand statistics. During periods of extreme deflation the 
reverse is true. In forecasting highs and lows and in forecasting a 
logical price level for a commodity, you have to consider the 
general commodity price level and the general commodity price 
trend. 

There is a general consensus among economists that dramatic 
increases in a nation's money supply are likely to produce infla¬ 
tion. This is logical because money can be thought of as a commod¬ 
ity like any other. If more of it is produced, it will be less valuable, 
which is the definition of inflation. Thus, traders often follow the 
various money supply numbers that are released by the Federal 
Reserve as likely indicators of future inflation rates. The level of 
inflation is crucial because an inflationary environment will cause 
prices to rise more or to decline less than an analysis of supply/ 
demand balances alone might suggest. 

The most widely followed indicators of inflation are the Produc¬ 
er Price Index (PPI, formerly the Wholesale Price Index), the Consumer 
Price Index (CPI), and the Commodity Research Bureau's (CRB) 
Futures Price Index. The PPI and the CPI are released monthly by 
the U.S. Department of Commerce. The CRB Index is calculated 
and published daily by Commodity Research Bureau, Inc. of Jersey 
City, New Jersey. The New York Futures Exchange (NYFE) lists a 
futures contract based on the CRB Index. 


Monetary Policy 


The government exerts a powerful influence on the overall level of 
economic activity through its control of the nation's money supply. 
The management of the U.S. money supply is the province of the 
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Federal Reserve and is known as monetary policy. In theory, an 
expansion in the money supply increases the availability of credit 
and hence should tend to lower interest rates and to raise the level 
of economic activity. Conversely, a reduction in the money supply 
should tend to raise interest rates and to restrain overall economic 
activity. 

A restrictive monetary policy, which raises interest rates, tends 
to push commodity prices lower. Conversely, an accommodative 
monetary policy tends to lower interest rates and to support fu¬ 
tures prices. The reasoning is straightforward. Higher interest 
rates raise the opportunity cost of owning commodities, which pay 
no interest, so the overall demand for commodities will tend to fall . 
Lower interest rates reduce the opportunity costs of owning non- 
interest-bearing items and therefore tend to bolster demand. 


Fiscal Policy 


Fiscal policy is the term used to describe a nation's taxation and 
government spending initiatives. Such policies have become much 
more prominent in economic analysis since the early 1970s because 
of the large and persistent imbalance between U.S. federal govern¬ 
ment income (primarily taxes) and federal government expendi¬ 
tures. The excess of spending over revenues is known as the 
federal budget deficit and is considered by most economists to be a 
key macroeconomic force. 

Exchange Rates 

The increasing interdependence of the world's major economies 
has made currency exchange rates an important factor in price 
analysis. All else being equal, a nation whose currency declines in 
value relative to the currencies of its trading partners will be able to 
import less and to export more. Conversely, a nation whose cur¬ 
rency increases in value will be able to import more but to export 
less. This is important to remember when analyzing futures mar¬ 
kets for items that enjoy significant international trade. For exam¬ 
ple, the sharp rise in the value of the U.S. dollar during the early 
1980s made many U.S. agricultural products such as soybeans 
more expensive to foreign importers. This contributed to the 
slump in demand for agricultural products during that period. 
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Government Commodity Agreements 

Government commodity agreements influence many markets. The 
most obvious example of such an agreement is in oil, where OPEC 
often plays a dominant role in pricing. 

Other commodities are also affected to varying degrees by 
international commodity agreements. Many of the agricultural 
markets, for example, can react to decisions adopted by the Euro¬ 
pean Community (EC). EC decisions on sugar and feedgrain out¬ 
put and sales sometimes affect futures in these items. The cocoa, 
coffee, and sugar markets are periodically influenced by these 
international agreements or cartels between producers and con¬ 
sumers. These agreements have seldom proven effective for long 
periods, but traders should remember that they can have an im¬ 
portant short-term influence on prices. 


Trade Policy 


Tariffs, quotas, import restrictions, and bilateral and multilateral 
trading agreements can significantly affect the flow of interna¬ 
tionally traded products. Governments sometimes use trade policy 
to further political agendas or to protect certain industries within a 
country from foreign competition. Such policies can radically affect 
supply/demand fundamentals. One such example follows. 

The United States has long subsidized domestic sugar produc¬ 
ers whose production costs, on the whole, far exceed those of most 
other sugar producers. The government accomplishes this 
through a combination of subsidies and import restrictions on 
foreign sugars. The net effect is that sugar prices in the United 
States are artificially high, which naturally tends to restrict usage. 


Technical Analysis 

Fundamental analysis, as we just discussed, focuses on the sup- 
ply-and-demand factors that underlie price movements. In farm 
product futures, for example, the fundamentalist considers the 
effect of such things as bumper crops and blights. In financial 
futures, the concern might be for the current level of interest rates 


Market Analysis 


113 


or trade deficits. The fundamental approach is therefore said to 
study the causes of price movements. 

By contrast, technical analysis studies the effects of supply and 
demand—that is, the price movements themselves. The most 
prominent form of technical analysis is also called charting because 
it is essentially the charting of actual price changes as they occur. 
The charting approach reflects the basic assumption of the techni¬ 
cian that all influences on market action—from natural catas¬ 
trophes to trading psychology—are automatically accounted for or 
discounted in price activity. 

Given this reasoning, charting can be used for at least three 
purposes. 

1. Price forecasting. The technician can project price movements 
either in tandem with a fundamental approach or solely on the 
basis of charted movements. 

2. Market timing. Chart analysis is much better suited than is the 
fundamental approach for determining exactly when to enter 
and exit a position. 

3. Leading indicator. If market action discounts all the influences 
on it, then price movement may be considered as a leading 
indicator, and it may be used in two ways. First, the chartist 
may—without regard for why prices are moving in one direc¬ 
tion or the other—open or close a position. Second, an unusual 
price movement can be taken as a signal that some influence on 
the market has not been accounted for in the fundamentalist's 
analysis and that further study is required. 


Volume and Open Interest 

If chartists typically regard price as a primary indicator, they view 
volume and open interest as secondary indicators. 

Volume is the number of contracts traded in a given period. 
Every time a trade occurs during the day, volume goes up. It can 
stay the same as long as no trading takes place, but it cannot 
decrease. 

As a general rule, volume is a gauge of the "pressure" behind a 
price movement. High volume generally indicates that the current 
trend had momentum and should persist. A lack of volume might 
be a sign that the trend is "losing steam." 
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Open interest is the total number of outstanding or unliquidated 
contracts at the end of the day. A transaction can cause open 
interest to go up, down, or stay the same, according to the follow¬ 
ing summary: 


Buyer 

Seller 

Change in 

Open Interest 

Buys new long 

Sells new short 

Increases 

Buys new long 

Sells old long 

No change 

Buys old short 

Sells new short 

No change 

Buys old short 

Sells old long 

Decreases 


Open interest therefore measures the flow of money into and 
out of the market. When it is increasing, money is flowing into the 
market: New longs are opening positions with new shorts. This 
enhances the likelihood that the present trend will continue. De¬ 
creasing open interest reflects a liquidating market and perhaps a 
nearing reversal. 

When interpreting open interest, you must acknowledge its 
seasonality. In any futures market, open interest will increase or 
decline depending on the nature of the underlying commodity or 
financial instrument. So all changes in open interest have to be 
compared against foreseeable seasonal moves before giving them 
weight as indicators of trend. 

Volume and open interest are generally regarded as strong 
secondary indicators after price. Following is a chart that summa¬ 
rizes the interpretations of price, volume, and open interest: 


Price 

Volume 

Open Interest 

Interpretation 
of Market 

Rising 

Up 

Up 

Strong 

Rising 

Down 

Down 

Weakening 

Declining 

Up 

Up 

Weak 

Declining 

Down 

Down 

Strengthening 


This table summarizes a number of useful principles: 
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• Volume tends to increase when prices are moving in the direction 
of the trend. In an uptrend, volume will increase on the up¬ 
swings and taper off on the dips. The opposite is true of a 
downtrend. 

• "Unseasonally" rising open interest in an uptrend is bullish: new 
longs—with “fresh" money—are entering the market. In a 
downtrend, increasing open interest is bearish; “short" money is 
coming into the market. 

• In an uptrend, declining open interest is bearish because longs 
are closing positions and taking money out of the market. Shorts 
are being forced to cover their positions; when all the shorts are 
out of the market, the price uptrend will likely turn downward. 

• In a downtrend, diminishing open interest is bullish. Losing 
longs are getting out of the market. Once they are all out, the 
downtrend should come to a halt. 

These are by no means all the possible interpretations of 
volume and open interest. The intention is simply to introduce the 
most basic ones. 


The Use of Charts in Market Analysis 

Most analysts use two working assumptions: (1) markets move in 
trends, and (2) trends persist. Identifying the trend at an early- 
enough stage enables the trader to take the appropriate positions. 
The tool used to track price movements and thus to identify trends 
is the chart. 

Two basic types of charts available to the technician are the bar 
chart and the point-and-figure chart. Through the use of charts, 
analysts can observe how commodity prices really act, rather than 
how economists think they should act, and the trader can acquire a 
new grasp on market strategy. 

The Bar Chart 

A bar chart, also referred to as a vertical line chart, shows the daily 
trading range (the high, low, and close) for a particular day's 
trading. The price scale is placed on the vertical axis. The time 
sequence (days, weeks, months) is placed on the horizontal axis, 
as shown in Figure 5-4. 
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On a daily bar chart, every five-day period (a trading week) is 
usually marked by a vertical line that is heavier than the others. For 
each day, the high, the low, and the closing (or settlement) prices 
are plotted. A vertical line, or bar, connects the high and the low 
prices. A horizontal tick to the right of the bar indicates the closing 
price. (A tick on the left side of the bar marks the opening price for 
the day.) 

By plotting the daily range of prices in the way shown in Figure 
5-4, you can obtain a graphic picture of the trend of the market and 
the movement of prices over a period of time, which is helpful in 
determining the probable future course of prices. However, with 
so many chart services available, plotting one's own charts is often 
an unnecessary and unprofitable way to spend time. 


The Point-and-Figure (P&F) Chart 

Another type of chart is called a point-and-figure chart, which shows 
the intraday movement rather than just the overall range. Unlike 
bar charts, P&F charts record only price movements: If no price 

FIGURE 5-4 Daily Trading Range Expressed in a Bar Chart 
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change occurs, the chart remains the same. Time is not reflected on 
a P&F chart, although time-reference points, such as a "10:00” for 
ten o'clock, are sometimes used. Volume is indicated only by the 
number of recorded price changes, not as a separate entity. 
Although traditionally ignored, gaps may be represented by emp¬ 
ty boxes. 

Point-and-figure charts have at least two major advantages 
over bar charts: First, they can be used on an intraday basis to 
identify support, resistance, and other price-related data—particu¬ 
larly congestion areas (no clear trend in sight)—that bar charts can 
miss completely. Second, P&F charts are more flexible than bar 
charts in that the analyst can vary the size of the box and the 
reversal criterion, either of which can drastically change the 
appearance of the formation. 

On a P&F chart, the analyst moves one row of boxes to the right 
each time the market reverses. The next question is, what consti¬ 
tutes a reversal? Is a one-box change in direction a reversal? Or is it 
three boxes worth of movement? 


TRY THIS 

Perhaps the best way to explain the elements of a P&F chart is to 
construct one. Following are the actual price changes in an hour or so 
of cotton trading: 


8515 

8515 

8510 

8525 

8505 

8516 

8510 

8515 

8510 

8515 

8512 

8515 

8510 

8515 

8506 


Now let's construct a P&F chart using a piece of graph paper, 
with each box equal to one point and a three-box reversal criterion, 
that is called a "1 x 3" chart. Start by placing a dot in the 8515 box 
in row 1: A dot is used because the chartist does not know whether 
this is an up or down move. Still in column 1, the chartist places X's 
in all the boxes up to and including box 8525, representing the 
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upward price change from 8515 to 8525. The next price, 8510, 
represents a 15-box reversal and certainly qualifies as a reversal on 
this chart. Shift to the next column to the right and one box down, 
to reflect the change in direction. Then place O's in column 2 down 
to and including 8510. The rest of the price changes are plotted in 
the same up and down, X and O, manner. 

When completed, compare your chart with the chart in Figure 
5-5 to see how accurate your charting skills are. 


Using Long-term Charts 

Technical analysis techniques can be used to review any time 
period. They apply not only to daily charts, but also to weekly 
charts (that contain up to five years of data) and to monthly charts 
(that can offer up to 20 years of price movements). In fact, no 
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analyst could get a broad-enough picture of a market without 
referring first (and often) to longer-term charts. 

Herewith is a reasonable approach to follow: 

1. Consult a chart that reflects the general environment of the 
futures market to be charted. 

2. Next, turn to long-term charts of the individual market to deter¬ 
mine the scope of past price movements. Looking for large-scale 
patterns in these charts prepares the analyst to properly inter¬ 
pret the day-to-day price action. 


Trends in the Market: 

The Effect of Buying Power and Selling Pressure 

Although many claim that price movements can be predicted from 
a chart, charts are best used as a method of following the market. By 
recording price movements as they develop, charts provide a con¬ 
tinuous picture of the internal forces causing commodity price 
movements. Therefore, they enable you to promptly detect and 
evaluate any significant changes taking place. For example, if 
buying power and selling pressures are about equal at a particular 
price level, prices move sideways —a situation referred to as a con¬ 
gestion area or trading range. The market tends to meet support on 
dips (declines) but encounters resistance on rallies (advances). In 
other words, if buyers are no more aggressive than sellers, prices 
fluctuate within a limited range horizontally. On the other hand, if 
buying power is stronger than selling pressure at a particular price 
level, prices rise. As long as buying power (demand) continues in 
excess of selling pressure (supply), prices proceed in an upward 
trend. If selling pressure becomes stronger than buying power at a 
particular level, prices decline. Uptrends indicate that at a given 
price level, buyers are being more aggressive than sellers; a down¬ 
trend indicates that sellers are more aggressive than buyers at a 
particular price level. 

example: Fifty lots are being offered for sale, and several buyers are 
bidding for quantities totaling 150 lots. Obviously all the buyers 
cannot be satisfied. In competing with one another to obtain what is 
being offered, the buyers begin to bid the price up. Some buyers are 
willing to pay a higher price than other buyers in order to get the lots 
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being offered. As the price goes higher, some buyers become less 
inclined to make a purchase. 

Conversely, as the price rises, some sellers are stimulated to 
offer larger quantities. When buyers become reluctant to pay higher 
prices and sellers become more willing to sell, sellers become more 
aggressive than buyers at a particular price level, and the prices 
begin to decline. If 150 lots are offered for sale, but buyers are 
bidding for only 50 lots and the sellers are anxious to sell, they will 
reduce their asking price in an effort to dispose of their lots. 


TRY THIS 

What would happen if the price in the above example became 
lower? 

HERE'S WHY 

Sellers would become more reluctant to offer, and the buyers 
would become more willing to buy. Thus the trend of prices 
reverses itself once again. As this tug of war between buyers and 
sellers takes place, this constant shifting process (either from 
down to up or up to down) is reflectd in the price movement itself. 


Although a trend can come to an end at any time without 
warning, it must first reveal itself in the price movement, which 
the alert trader observes. In short, the object of chart analysis is to 
attempt to follow a trend until it is concluded and to ascertain 
when such a trend has changed. 


Uptrend 


An uptrend in the price of a commodity is characterized by a series 
of highs and lows that attain levels generally higher than previous 
highs and lows. This is illustrated in Figure 5-6. 

Drawing a line connecting the low points of several moves to 
determine the trend is usually helpful. The trend line points in the 



Market Analysis 


121 


FIGURE 5-6 


Downtrend 


Uptrend 



direction in which prices are moving. Prices that continue above 
the upward trend line constitute an indication that buying power is 
more aggressive than selling pressure, and you should maintain a 
long position. As a general rule, your chances of success are usual¬ 
ly better if you trade from the long side when the trend is up. 

The end of an uptrend is indicated when a high fails to exceed 
the peak of the previous high. This indicator does not necessarily 
mean that a downtrend is imminent, but it does suggest that a 
considerable amount of sideward activity may be needed for sup¬ 
ply and demand to adjust to the new price level. In due course, 
either a new uptrend will start, or else a downside breakout will 
occur. If a break in the uptrend is followed by a succession of lower 
highs and lower lows, a downtrend has been established. When 
the uptrend is broken, it is an indication that selling pressure is 
overtaking buying power. If you are long, this trend is your cue to 
liquidate your position. If you had been bearish on this commodi¬ 
ty, based on your fundamental analysis, but had hesitated in 
initiating a short position (because prices were in an uptrend), this 
may also be your cue to establish your short position. 


A market is in a downtrend when the highs and lows of the move get 
progressively lower. When each price decline reaches a lower level 
than the previous decline and each rally falls short of the previous 
high, the market is considered to be in a downtrend. A line should 
be drawn connecting high points of several moves to determine 
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the downtrend. As long as prices continue below the downtrend 
line, the trend may be considered to be down, indicating that 
selling pressure is more aggressive than buying power. You would 
thus maintain a short position. An example of a downtrend line is 
shown in Figure 5-7. 

The end of a downtrend is indicated when a low fails to pene¬ 
trate a previous low. This failure does not of itself indicate that a 
trend reversal is an early prospect. The downtrend may be re¬ 
sumed or a new uptrend started, but a new trend will not occur 
until either buying power or selling pressure dominates and deter¬ 
mines the direction of the new trend. When the downtrend is 
broken, it can be a sign that an uptrend is beginning. 

If you are short, this penetration should be your signal to cover 
your position. If you had been fundamentally bullish on this com¬ 
modity but had hesitated in establishing a long position because 
prices were in a downtrend, this may be your cue to initiate your 
long position. 


Congestion Area 

At times, buying power just about equals selling pressure. This 
temporary balance of buying and selling pressure is also referred to 
as a trading range, and prices are said to be moving sideways. An 
interesting rule of thumb of traders is that, generally, the longer 
the duration of the sideways or horizontal market, the more exten¬ 
sive the trend that will follow. An example is shown in Figure 5-8. 


FIGURE 5-7 Downtrend 
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FIGURE 5-8 Sideways/Congestion Area 



Support Level 

A support level is the point of a trend at which buyers become 
more aggressive than sellers. The result is to halt a decline. A 
support area is not difficult to find on a chart. (One is shown in 
Figure 5-9.) When the market is in an uptrend, the congested area 
previously established is the support level. This is so because 
when prices are fluctuating in a narrow range, moving sideways, 
buying power and selling pressure are about equal. When prices 
break out of the congestion area on the topside, the longs—the 
people who bought—are making money, but the shorts—the peo¬ 
ple who sold—are losing money. As a natural, although quite often 
damaging, reaction, the shorts maintain their positions in the hope 
that the market will react and decline again to the price at which 
they sold. But more often than not, sellers are happy just to break 
even. Consequently, if (after advancing) prices return to a previous 
congestion area, people who had sold in that area are inclined to 
buy back the contracts—just to "get out.” If enough sellers feel this 
way, a considerable amount of buying power may develop as 
prices recede to that level. As prices draw closer to this level they 
are stemmed more and more. The decline grinds to a halt at this, 
the "support,” level. Another possible source of increased buying 
power consists of people who regretted not going long during the 
original congestion period after watching the breakout and subse¬ 
quent advance. When prices return to the level at which they had 
wanted to buy, they are not going to "miss the boat" again. 
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FIGURE 5-9 Support Levels 
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Resistance Level 

Resistance level is the point in a market that tends to level off 
advances. If the market is in a downtrend, the previously estab¬ 
lished congestion area in that downtrend is an area of resistance. 
Pretty much the same psychology applies to resistance levels as 
applies to support areas, only the shorts and the longs are reversed 
in their roles. Once a resistance area is penetrated in an uptrend, it 
then becomes the area of support to the following decline. 


Pattern Identification 

Among other things, analysts are able to identify a number of price 
patterns. These are price movements that, when charted, describe a 
predictable pattern. Some price patterns indicate a trend reversal; 
others reflect pauses or temporary reverses in an existing trend 
and usually form more quickly than reversal patterns. 

Trends will always have a top or a bottom. A top occurs when 
selling pressure outweighs buying power. A bottom occurs when 
buying power overcomes selling pressure. These tops and bottoms 
usually follow one of a number of patterns. Some of these are 
described below. 


Double Top (or M) Formation 

A trader will see two peaks in relatively close proximity after an 
upward trend has been underway. This is an indication that a 
reversal of the uptrend may be about to begin—that the uptrend is 
leveling off and a downtrend is beginning. Refer to Figure 5-10. 


FIGURE 5-10 Double Top Formation 
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Double Bottom 

This is the opposite of the "M," or double top formation. The 
chartist will note two low points in the shape of a "W." This W 
formation, also called a fulcrum, usually signals the end of a down¬ 
trend and the beginning of an uptrend. See Figure 5-11. 


Head and Shoulders 

This pattern is a triple top formation similar to an M formation but 
with three points instead of two. The three peaks are very clearly 
shown in Figure 5-12, with the middle peak (head, D) higher than 
the ones before and after it (the shoulders, B and F). This situation 
usually occurs after an extensive advance and can mean that a 
major decline is forthcoming. The longer the formation takes to 
develop, the greater the decline anticipated. Let's examine further 
the details involved in the head and shoulders formation. 

The first sign that a head and shoulders formation may be 
developing is a sharp rally followed by an extended advance and a 
subsequent reaction. The market usually reacts somewhat to the 
influence of a lot of profit taking after a sustained advance (points 
A to B in Figure 5-12); when an uptrend is drawn out, traders start 
closing out positions to cash in. If enough of them do so, the 
market starts turning downward a bit as a result of this sudden 
tendency to liquidate (B to C). Other traders, sensing a top, sell in 
order to "short the market," that is, sell at a top price and buy in at 
a lower price on the decline to come. 

Of course, a certain amount of buying power develops in 
reaction to this decline. Some traders may wish to use this oppor¬ 
tunity to add to their existing long positions, and others, who 
failed to take advantage of the advance earlier, may establish new 
long positions. The downward reaction (or correction) is thus 
arrested, and the market moves upward again (C to D). 

The renewed advance exceeds the high of the previous move. 


FIGURE 5-11 Double Bottom Formation 
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FIGURE 5-12 Head and Shoulders, or Triple Top, Formation 



A 


gaining momentum as previous short sellers (who are losers at this 
point) begin to cover (buy back their contracts) and thereby acceler¬ 
ate the upswing. But, as the market moves upward again, it en¬ 
counters renewed profit taking as well as new selling, which in¬ 
duces another reaction (D to E). 

This reaction carries below the uptrend line. At this point longs 
start selling again, and possibly new sellers give the downward 
swing an extra push. Prices usually carry to the most recent sup¬ 
port level, which in this case is the low of the previous move (E). 

Traders, recalling that this was a support area before, begin to 
buy again; recent sellers, realizing that the downward reaction is 
not following through (even though the uptrend was broken), 
begin to buy back their short positions. The market subsequently 
begins to rally (E to F) but falls short of the previous high and eases 
under increased selling pressure. 

This time the price breaks through the support level, because 
the selling pressure has become so much greater than the buying 
power. 

A major reversal follows. When prices penetrate the level of the 
two previous lows, the horizontal line on the graph defined by 
points C and E (often referred to as the neckline), the market is 
reversing itself from up to down. The neckline is the trendline 
drawn to connect the two troughs between the peaks. A close 
below the neckline signals the completion of the pattern and an 
important market reversal. If your position is long, you should 
liquidate. If you were contemplating a short position but had 
hesitated because the market was in an upward swing, this is your 
cue to establish short positions and place a stop order to buy above 
F, or perhaps D, to minimize your loss. 

Following a penetration of the neckline, an approximation of 
the possible extent of the downside move may be made by measur¬ 
ing the distance between the high of the head (D) and the neckline 
below the top of the head. Then extending this distance from the 
point at which the neckline was penetrated should lead you to the 
downside objective. 
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Inverse Head and Shoulders 

As the name indicates,the opposite of a head and shoulders pat¬ 
tern is the inverse head and shoulders. This formation occurs at the 
bottom of a decline and indicates a major advance. 

Simply picture the head and shoulders pattern upside down. 
Instead of an uptrend line, this pattern occurs during a down¬ 
trend. The same principles apply here as with the head and shoul¬ 
ders pattern. 

The first sign that an inverse head and shoulders formation 
may be in the making is a sharp sell-off. After a sustained decline, a 
market usually rallies somewhat under the influence of profit 
taking (points B to C in Figure 5-13). The market rallies as the shorts 
buy in their contracts, taking profits, and as other traders, sniffing 
a bottom, buy. The rally picks up speed as demand increases and 
as buying power begins to absorb all the selling. 

But as the market rallies, some traders use the opportunity to 
add to their existing short positions; others who failed to take 
advantage of the earlier decline establish new short positions. The 
upward rally or correction is arrested, and the market begins to 
move downward again (C to D). The market drops below the low 
of the previous move, gaining momentum as previous longs (who 
are losers at this point) begin to liquidate—sell back their con¬ 
tracts—thereby accelerating the downswing. 

As the market moves downward, it again encounters renewed 
profit taking as well as new buying that causes another rally (D to 
E), which carries above the downtrend line. At this point new 
buyers enter the market, and short sellers again start to buy back 
their contracts. 

Prices usually carry to the most recent resistance level (E), the 
high of the previous move. Traders who recall that this point 
offered resistance before begin to sell again. Recent buyers who 
realize that the upward reaction is not following through (even 


FIGURE 5-13 


Inverse Head and Shoulders Formation 

A 
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though the downtrend was broken) begin to sell their long posi¬ 
tions. The market subsequently begins to react (E to F) but falls 
short of the previous low. Instead, it rallies under increased buying 
power, this time carrying above the previous highs of the move. At 
this point buying power is more than enough to absorb all the 
selling. 

Again, a major reversal follows. When the market advances 
above the neckline, the formation has been completed. The break¬ 
through is your signal that an uptrend is beginning. If you are 
short, you should cover your position. If you had considered 
taking long positions but were reluctant to do so because the 
market was in a downward tendency, establish your long positions 
at this point and place a stop order to sell just below the previous 
low point, either F or D. Figure 5-14 shows the charting of an actual 
inverse head and shoulders market situation. 


TRY THIS 

An inverse head and shoulders indicates the reversal of an advancing 
trend. True or False? 

HERE'S WHY 

False. An inverse, or inverted head and shoulders, is the mirror- 
image of a head and shoulders top. It indicates the bottoming out of a 
downtrend with a rally to follow. 


Descending Triangle 

A descending triangle, usually indicative of a decline, is a saw-tooth 
pattern (see Figure 5-15) in which the highs encounter successively 
stronger selling pressure, while the lows encounter consistently 
strong support at a particular price level. In this type of pattern, the 
support or buying power is limiting the decline to a certain price 
level, but offerings or selling pressure is cutting off rallies progres¬ 
sively lower; consequently, each subsequent rally falls short of the 
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FIGURE 5-14 


FIGURE 5-15 


Inverse Head and Shoulders Chart 



previous rally. Descending triangles are always considered bearish 
situations. 

Figure 5-15 shows the market reaching a high for the current 
move (B). It then declines to C before selling pressure becomes 
weaker than buying power at B. However, the market encounters 
support at C, rallies to D [which is a lower high than the previous 
one (B)], and declines to E. Buying power once again exceeds 
selling pressure, and prices rally to F but cannot advance above the 
previous high (D). Again they decline. This time the market fails to 
meet support at the C and E level, as it had on two previous 
occasions. When this level is penetrated, the market has topped 
out, and the downtrend is beginning. 


Descending Triangle 



A 
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TRY THIS 

What would happen if your position was long? 

HERE'S WHY 

If you were long, it would be prudent to liquidate your position when 
C and E are penetrated on the downside. If you had considered a 
short position but refrained because the trend was up, this penetra¬ 
tion is your signal to start selling. Then place a stop order to buy 
above point F to protect your sale. 


Ascending Triangle 

An ascending triangle is a pattern in which the lows move progres¬ 
sively higher, while the highs encounter resistance at one price 
level. In this kind of pattern, overhead resistance or selling pres¬ 
sure limits the advance at certain price levels, but demand or 
buying power gets progressively stronger on each dip. Conse¬ 
quently, subsequent dips do not carry as far as previous reactions. 
An ascending triangle pattern is always considered bullish and is 
looked upon as a continuation in an uptrend but as a reversal in a 
downtrend. Likewise, the descending triangle acts as a continua¬ 
tion pattern in a downtrend but as a reversal formation in an 
uptrend. An example is shown in Figure 5-16. 


TRY THIS 

Referring to Figure 5-16, the ascending triangle, what is happening to 
the pattern? 


FIGURE 5-16 Ascending Triangle 
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HERE'S WHY 

In such a pattern where buying power is getting progressively stron¬ 
ger, the breakout is on the upside. As the lows get higher, a minor 
uptrend usually can be drawn connecting the lows (as shown by the 
dashed line in Figure 5-16). If the lows continue to get progressively 
higher and continue above the trend line, a wise trader should wait 
for the upside to break out into a new high ground before buying. 
Very often an extended advance follows. 


Symmetrical Triangle 

A combination of an ascending triangle and a descending triangle 
is known as a symmetrical triangle (see Figure 5-17). In this pattern, 
the highs get progressively lower as the lows of the moves get 
progressively higher. Each rally falls short of the previous high of 
the rally, because on each rally, selling pressure or offerings inten¬ 
sify. On the other hand, each dip falls short of the previous low of 
the reaction, because on each subsequent dip, buying power gets 
stronger. In a sense, this is a congestion area—a sideways move¬ 
ment without any clear trend evident. Sooner or later one of these 
groups (buyers or sellers) predominates and a new trend is estab¬ 
lished. 

Flags 

After a major trend has been underway, minor interruptions of the 
trend may occur and cause a pattern of up and down movements 
within a range. There is a point at which the major trend will 
resume. These points are flags (either upward or downward) and 
merely indicate readjustments to a new price level after a sharp run 
up or a decline. 

FIGURE 5-17 Symmetrical Triangle 


A 
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FIGURE 5-18 


FIGURE 5-19 



The upward flag, shown in Figure 5-18, usually develops in a 
major upward trend. Generally, it is not the end of a major move, 
merely a temporary interruption of it before the upward move 
resumes. Traders who wish to add to existing long positions or put 
on new longs should wait for the completion of the flag pattern and 
the subsequent upward breakout—that is, for a penetration of the 
minor downtrend line. 

The downward flag, shown in Figure 5-19, develops in a major 
downtrend. The flag is usually a readjustment to the new price 
level after an extended sharp decline. It is not the end of a move, 
just a temporary interruption before the subsequent downtrend 
continues. The flag develops a minor uptrend channel within a 
major downtrend. Traders who wish to add to existing short posi¬ 
tions or to put on new shorts should await the completion of the 
flag pattern and the downward breakout to confirm the resump¬ 
tion of the downtrend. The more congested the pattern, the more 
reliable the signal. 


Downward Flag 
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Volume of 
Trading and 
Open Interest 


Volume of trading and open interest figures are two statistical 
areas that many investors prefer to leave to the technical analyst, 
who is generally more concerned with a market's strength or 
weakness than is a fundamentalist. If you are a fundamental mar¬ 
ket analyst, however, you are (or should be) just as concerned, 
because these figures frequently have a bearing on your findings. 
If open interest and trading volume numbers confirm a conclusion 
formed on the basis of your fundamental analysis, you have added 
reason to assume your analysis is sound. On the other hand, if 
these figures contradict your conclusions, you might want to care¬ 
fully reexamine your appraisal of the fundamental factors. You 
may or may not change your opinion, but you will be alerted to a 
possible market risk that was not apparent on the basis of a 
straightforward fundamental analysis. These figures, therefore, 
can be of use to any commodity futures user. 

It should be fairly obvious to you by now that the chartist 
typically regards price as a primary indicator, with volume and 
open interest as secondary indicators. To understand the signifi¬ 
cance of these two elements, let's define them. 
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Volume of Trading 

Volume is the number of contracts traded in a given time period. 
That is, volume of trading is the total of purchases or of sales, not of 
purchases and sales combined. Since two must be party to each 
futures contract (the seller and the buyer), the total of all purchases 
is equal to the total of all sales. 

example: Mr. Able buys one contract of March sugar from Mrs. 
Baker. The volume of trading is one contract, not two contracts. 
Although Mr. Able buys one contract of sugar for future delivery 
and Mrs. B sells one contract, only one contract unit of sugar is 
involved. 

The volume of trading in a commodity is compiled from data 
required in daily reports from exchange clearing members. It is 
commonly included in daily bar charts, sometimes on weekly 
charts, but usually not on monthly charts. Each clearing member of 
each exchange makes a daily report of all purchases and sales of 
commodity futures that it clears. A compilation of these reports 
gives the volume of trading in each commodity, for each market, 
and for each day. Every time a trade occurs during the day, volume 
goes up. It can stay the same as long as no trading takes place, but it 
cannot decrease. 


TRY THIS 

If a customer of Firm A buys 20 contracts of heating oil from a 
customer of Firm B, what will the reported trading volume be? 

a. 10 c. 40 

b. 20 d. 80 

HERE'S WHY 

The correct answer is (b). Only one side of each trade counts as 
volume. When the broker buys for a customer, the firm does not 
report a trade for its own account—only for the customer's. 
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As a general rule, volume is a gauge of the “pressure" behind a 
price movement. High volume generally indicates that the current 
trend had momentum and should persist. A lack of volume might 
be a sign that the trend is “losing steam." 


Open Interest 

A futures contract is said to be open when it has been neither 
liquidated by an offsetting transaction nor fulfilled by delivery. 
Open contracts are collectively referred to as open interest. A trans¬ 
action can cause open interest to go up, down, or stay the same, 
according to the following summary: 


Buyer 

Seller 

Change in 

Open Interest 

Buys new long 

Sells new short 

Increases 

Buys new long 

Sells old long 

No change 

Buys old short 

Sells new short 

No change 

Buys old short 

Sells old long 

Decreases 


The amount of open interest for each commodity and contract 
market is tabulated every business day by exchange clearing mem¬ 
bers. The total of all long open contracts equals the total of all short 
open contracts that are reported. The open contract figures shown 
in the daily reports are for one side only (e.g., only the longs or the 
shorts), not for the long and short sides combined. 

When trading in a new delivery month begins, no contracts 
exist. For example, when trading in the May 1986 corn delivery 
began in March 1985, there were no May 1986 contracts in exis¬ 
tence. A commodity is unlike a "new issue" of stock in this respect. 
But as soon as someone executes an order to buy and someone else 
executes an order to sell short, one contract has been created. As 
other new buyers and other new sellers consummate trades, other 
contracts are created. This process of contract creation can go on to 
infinity. 


example: Mr. Able establishes a long position by buying one con¬ 
tract of December cattle from Mrs. Baker, who sells short one con- 
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tract of December cattle; one contract is thus created. The open 
interest is now one contract. Then, another trader, Ms. Chillings- 
worth establishes a long position by buying one contract of Decem¬ 
ber cattle from Mr. Dimlit, who is selling short; thus the open 
interest increases to two contracts, and the volume of trading totals 
two contracts for the day. Still another new buyer, Mr. Earner, and 
another new seller, Mrs. Flax, consummate a trade—and another 
contract is created. The open interest amounts to three contracts, 
and the volume of trading follows by exactly the same amount— 
three contracts. Mr. Able, Ms. Chillingsworth, and Mr. Earner are 
each long one contract for a total of three contracts, and Mrs. Baker, 
Mr. Dimlit, and Mrs. Flax are all short the same amount—one 
contract each for a total of three contracts. 


Buys 

Sells 

Able 

Baker 

Chillingsworth 

Dimlit 

Earner 

Flax 

Three contracts 

Three contracts 


If Mr. Able decides to liquidate his long position by a subsequent 
sale on the same day, and if Mr. Gloo, a new buyer, purchases the 
contract that Mr. Able is selling, the open interest remains un¬ 
changed at three contracts. Mr. Able merely transfers his contrac¬ 
tual obligation to Mr. Gloo. Thus, Mr. Gloo replaces Mr. Able on the 
long side of the market. 


Buys 

Sells 

Chillingsworth 

Baker 

Earner 

Dimlit 

Gloo 

Flax 

Three contracts 

Three contracts 


Mr. Able, who originally bought and then sold, satisfies his 
contractual obligations. He has to neither take nor make delivery. 
The difference between his purchase and sales prices comprises his 
profit or loss. The open interest remains unchanged at three con¬ 
tracts. 
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But the volume of trading now totals four contracts. 

On the other hand, however, if the contract that Mr. Able is 
liquidating is purchased by Mrs. Flax, a previous short who is 
covering her contract, the open interest would decrease to two 
contracts. The volume of trading, however, would still total four 
contracts. Both Mr. Able and Mrs. Flax are closing out their pre¬ 
viously established contracts. 


Buy s 

Sells 

Chillingsworth 

Baker 

Earner 

Dimlit 

Two contracts 

Two contracts 


Ms. Chillingsworth and Mr. Earner are each still long one con¬ 
tract for a total of two contracts, and Mrs. Baker and Mr. Dimlit are 
still short one contract—each side for a total of two contracts. 


TRY THIS 

Customer A is long 10 contracts and Customers B and C are short 5 
contracts each. If Customer A sells three of his contracts to Cus¬ 
tomer B, what is the change in open interest as a result of this 
transaction? 

a. unchanged 

b. -3 

c. +3 

d. +6 

HERE'S WHY 

The correct answer is (b). The open interest has declined by 3 as 
Customer A is now long 7 contracts, while Customer C remains 
short 5, with Customer B's position now short only 2. 
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Open interest therefore measures the flow of money into and 
out of the market. It increases when money is flowing into the 
market—that is, when a new purchase and a new sale are consum¬ 
mated. It decreases when a buyer and seller mutually close out 
their positions. Open interest also decreases when a short makes 
delivery and a long accepts it. By taking delivery, a long closes out 
the futures positions and initiates a cash position. And by making 
delivery, the short fulfills the contractual obligations and no longer 
has a position in futures. 


TRY THIS 

The open interest is the sum of open long and short positions. True or 
False? 

HERE'S WHY 

False. It represents either long or short positions which, by definition, 
must be equal. It may also be thought of as the number of open 
contracts that may be closed out by offsetting trades. 


When interpreting open interest, the chartist must acknowl¬ 
edge its seasonality in agricultural futures. In any futures market, 
open interest will increase or decline for reasons associated with 
the nature of the underlying commodity or financial instrument. 
So all changes in open interest have to be compared against fore¬ 
seeable seasonal moves before giving them weight as indicators of 
a trend. This is discussed later in this chapter. 


The Statistics 

The Commodity Futures Trading Commission issues open interest 
and volume of trading statistics for the commodities it regulates. 
These figures are expressed in standard units of trading. Both 
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TABLE 6-1 


types of figures are published daily in the financial sections of most 
large newspapers. And, of course, they are always available from a 
brokerage firm. Because of the time needed for data compilation, 
open interest and volume figures reflect the transactions two days 
before the date line of the newspaper. Usually the figures are 
broken down by commodity and then again by delivery month; for 
each month, the volume, the open interest, and the net change in 
open interest are listed. 

An example of such a listing is shown in Table 6-1. The 
“volume" column represents the total of all purchases or of all 
sales for a particular day (day X). Total volume of trading on that 
day was 45,495,000 bushels, which means that 45,495,000 bushels 
were purchased and 45,495,000 bushels were sold. 

The “open interest" column, 265,200,000 bushels, indicates 
that the total number of com contracts outstanding as of the end of 
trading day X amounted to 265,200,000 bushels (265,200,000 
bushels were held by longs and 265,200,000 bushels were held by 
shorts). The open interest in the March delivery was 75,370,000 
bushels, the open interest in the May delivery was 85,490,000 
bushels, and so on. 

The figures under the column “net change open interest" 
reflect the change in open interest from the previous trading ses¬ 
sion for each delivery. For example, the open interest in the March 
delivery at the close of trading on day X was 75,370,000 bushels, 
which was down 5,290,000 bushels from the previous session. The 
open interest in the May delivery increased 30,000 bushels from 
the previous session. Although the open interest in all the deliver¬ 
ies (except the March delivery) increased on that day, the total 
open interest decreased by 3,620,000 bushels because the decrease 
in the March delivery was larger than the increase in all other 
deliveries combined. 


Volume and Open Interest Report for Com 



Volume 

(1,000 bushels) 

Open Interest 
(1,000 bushels) 

Net Change 
Open Interest 

March 

22,455 

75,370 

-5,290 

May 

11,380 

85,490 

+ 30 

July 

10,030 

81,120 

+1,090 

September 

840 

17,635 

+ 75 

December 

790 

5,585 

+ 475 

Total 

45,495 

265,200 

-3,620 



Volume of Trading and Open Interest 


141 


Since open interest figures represent contracts outstanding as 
of the close of trading each day, day trades (which are offset 
intraday) are, obviously, not included in the open interest tabula¬ 
tions. These day trades (both purchase and sales), however, are 
included in volume of trading figures. 


Seasonal Influences 

The open interest in agricultural commodities tends to increase 
and decrease in a more or less fixed seasonal pattern. This seasonal 
change follows the same general pattern as seasonal changes in the 
visible supply of a commodity—that is, in the amount in commer¬ 
cial storage. In the case of wheat and oats, for example, the open 
interest and the visible supply tend to be at a seasonal low just 
ahead of the new crop harvest in June and July; then both increase 
to a peak sometime in September or October. This peak coincides 
with the time that commercial warehouse stocks are largest and 
with the time that it becomes necessary to start using these stocks 
to meet domestic and export requirements. From this peak the 
open interest and the visible supply then decline seasonally to a 
low that is reached just ahead of the new crop movement. In corn 
and soybeans, the open interest and the visible supply reach a low 
in late August or September, increase to a peak in December or 
January, and seasonally decline into late August or September 
again. 

These purely seasonal changes in the open interest are relative¬ 
ly unimportant in detecting technical market strength or weak¬ 
ness. However, the changes in the open interest that are most 
important in such deductions are the net changes after allowance is 
made for seasonal trends. There is no way to measure these net 
changes precisely, but you can usually determine whether open 
interest changes are greater or less than would be expected from 
just the seasonal phases. You can also tell if the change from the 
usual seasonal tendency is substantial or if it is relatively small. 

Volume of trading has no seasonal tendency—at least none of 
importance. Trading volume tends to increase slightly during the 
period of heaviest new crop movement, but this is not pronounced 
enough to be of much concern to the trader. 
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Interpreting Changes 

You know that the total open interest figures for a particular 
commodity—not the figures for individual futures months—are 
the ones used in determining probable price trends. Well, the same 
rule holds true for volume of trading. Changes in open interest and 
in volume of trading have forecasting value only when considered 
secondarily in connection with price change. Analysts who chart 
daily open interest and volume of trading figures usually do so at 
the bottom of a price chart showing daily high, low, and closing 
prices. Volume of trading is shown by vertical bars extending up 
from the base of the chart, and open interest is shown by dots 
(usually connected by a continuous line) extending across the chart 
from left to right on a separate scale just above the volume scale 
and below the price scale. Figure 6-1 illustrates how this chart 
looks. 


FIGURE 6-1 Typical Chart Showing the Open Interest and Volume of Trading 
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TABLE 6-2 Significance of Open Interest Changes 


Volume 

Open 

Interest 

Prices 

Activity 

Market 

Up 

Up 

Rising 

New buying 

Technically strong 

Up 

Up 

Declining 

New selling 

Technically weak 

Down 

Down 

Declining 

Long 

liquidation 

Strengthening 

Down 

Down 

Rising 

Short 

covering 

Weakening 


Some guidelines for forecasting probable market action on the 
basis of open interest and volume of trading figures are listed 
below and shown in Table 6-2. 

1. If open interest and prices are both up: this is a sign of new 
buying and a technically strong market. 

2. If open interest is up and prices are down: this indicates short 
selling or hedging and a technically weak market. 

3. If open interest and prices are both down: this indicates long 
liquidation and a technically strong market. 

4. If open interest is down and prices are up: this indicates short 
covering and a technically weak market. 

5. If volume of trading expands on price strength and declines on 
price weakness: this indicates the market is in a technically 
strong position and should sell higher. 

6. If volume of trading expands on price weakness and declines on 
price strength: this indicates the market is in a technically weak 
position and should sell lower. 

These are by no means all the possible interpretations of 
volume and open interest but merely some of the more basic ones. 


TRY THIS 

Which of the following markets would be considered technically 
strong? 
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I. open interest up—prices up 

II. open interest up—prices down 

III. open interest down—prices up 

IV. open interest down—prices down 

a. I and III only 

b. I and IV only 

c. II and III only 

d. II and IV only 

HERE'S WHY 

The correct answer is (b). Market (I) indicates technical strength 
because new buyers (and new short sellers) create an increased open 
interest. As prices are rising, it indicates that the new longs are more 
aggressive than the new (or existing shorts). Market (IV) is bullish 
because it indicates that the open interest tends to shrink on the 
downside, implying no pressure of new selling to replace those 
shorts taking profits on the declining market. 


Sometimes at the end of a long advance or decline, sudden and 
dramatic market action will lead to a sharp reversal. When this 
occurs at the end of a prolonged uptrend, it consists of a great deal 
of buying, which causes prices to rise quickly, and is called a 
blowoff. In the case of a downtrend, it is called a selling climax, which 
is accompanied by much selling and, of course, sharp declines in 
prices. In either case, as volume picks up, open interest drops off. 
Under these conditions, be on the lookout for an abrupt reversal. 



7 

Hedging 


In a very general sense, hedging is the counterbalancing of market 
commitments or positions to avoid or to lessen financial loss. In 
commodities, a natural hedging opportunity is built into the rela¬ 
tionship between the futures market and the cash market. Since 
the prices in either tend to rise or fall more or less together, their 
parallel behavior can be used by a dealer to decrease the risk in 
commodities. 

Hedging, like the futures contract, was born of risk. Anyone 
who has to grow, process, or in any way handle a commodity for 
eventual sale runs a risk as long as the materials are in his or her 
possession. If, during the period of possession, the market price 
declines sharply, the eventual sale could be at a price far lower than 
anticipated—lower perhaps than the total of the purchase and 
handling costs. In a word, the eventual sale could be a clear-cut 
loss. 


The Concept of Hedging 


To qualify as a hedger, both the cash market presence and the 
risk-reduction motive must be present. Let us consider several 
examples. 
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« A corn farmer who sells corn futures to protect the value of his 
crop prior to harvest. As a corn producer, the farmer is active in 
the underlying cash market. As an owner of this growing corn, 
the farmer is vulnerable to a price decline. His sale of corn futures 
protects against such a decline and therefore reduces his expo¬ 
sure to price fluctuations. 

• A commercial bank that uses interest rate futures to reduce the 
maturity mismatch between its assets and its liabilities. As both a 
borrower and a lender of funds, the bank is clearly in the interest 
rate business. Depending on whether its loans have a shorter or a 
longer average maturity than do its deposits, the bank might 
need either to buy or to sell interest rate futures to reduce its 
exposure to interest rate fluctuations. 

• A United States importer who buys Deutsche mark futures in 
connection with a forthcoming payment to his German supplier 
in the latter's currency. The importer will be paying for his 
supplies with Deutsche marks, so if this currency increases in 
value relative to the U.S. dollar, the importer would have to pay 
more for his Deutsche marks (and thus for his supplies). There¬ 
fore, the purchase of Deutsche mark futures reduces the import¬ 
er's exposure to currency fluctuations. 

The important point to note is that the central figure in each 
case meets both criteria for being deemed a hedger. These criteria 
are (1) a presence in the underlying cash market and (2) the use of 
futures in a manner that reduces risk. If the bank had sold soybean 
futures, it would not be considered a hedger because it has no 
involvement in the cash soybean market. If the corn farmer had 
bought corn futures, he would not be a hedger because he would be 
using futures to increase his exposure to price changes. This latter 
approach, which is essentially the opposite of true hedging, is 
sometimes called a "Texas Hedge." As the foregoing suggests, it is 
possible to be a hedger in some transactions and a speculator in 
others. 

Without hedgers there would be no economic justification for 
futures and options. Hedgers provide actual goods and services to 
the economy. Futures and options enable them to provide these 
goods and services more efficiently. 

Anyone whose business relies on a steady supply of commod¬ 
ities at a fairly steady price runs a risk, even though they do not 
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actually possess the materials. If a manufacturer, for instance, can 
inventory only so much of a raw material at one time, then every so 
often—say, every quarter—the manufacturer will have to pur¬ 
chase more raw materials. The company's budget, then, is based 
on a predetermined cost of raw material. If radical market price 
changes drastically alter the costs of these materials over a quarter 
of a year, the company could face costs that would either eat into its 
profits or drive the company's prices up, especially if there were 
forward sales of manufactured product at a fixed price. 

Both parties may prefer to avoid the speculative risk and to 
simply take a normal service charge or markup on the goods. If so, 
both can protect themselves by taking a position in the futures 
market opposite to their positions in the cash market by either: 

1. Selling hedge: Anyone who owns a commodity in the actual 
market and who is considered long (a buyer) simply sells a 
contract in the futures market (that is, becomes a short). 

2. Buying hedge: Anyone who is expecting to purchase an actual 
commodity or who is committed to perform on a forward sale 
simply goes long (that is, buys a contract) in the futures market. 

Because the actual cash price of a given commodity usually 
runs roughly side-by-side, up or down, with its counterpart price 
in the futures contract market, the commodity user can rely on this 
rule of thumb: A loss in one market means a profit in the other, as long as 
opposite positions are maintained, one in each market. Prices in both 
markets run parallel because both respond to the same stimuli of 
supply and demand. If the commodity owner sells the goods for a 
cash market loss, the futures position can probably be closed out 
for a profit. Likewise, the manufacturer who has to pay high cash 
prices for raw materials keeps the commercial deal profitable by 
closing out the futures position for a gain. The rule of thumb is 
rooted in the relationship of cash-to-futures prices called the 
''basis.'' The basis widens or narrows as the cash and futures prices 
fluctuate independently. It is this change that provides the founda¬ 
tion for hedging. 

To a certain extent, selling hedges are matched one-for-one by 
buying hedges. However, in actual practice, seldom are two par¬ 
ties ready at precisely the same moment to initiate a futures con¬ 
tract. And to further complicate the trading, the quantities of the 
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two parties may differ. Or both may want to sell or to buy at the 
same time. Some hedgers therefore may not find others whose 
interests are in hedging. This is where the speculator comes in. 

For the most part, the speculator carries the hedging load by 
assuming the risk and taking the opposite side of the contract. The 
speculator bridges the gap between the buying and selling hedg¬ 
ers. Further, a hedger uses the many speculators in the market as 
underwriters and the contract as an insurance policy. The risk is 
shifted from one person's shoulders and distributed in smaller 
parts among the many speculators. 


example: A wheat dealer is long 5,000 bushels in his inventory. He 
sells an equivalent quantity, 5,000 bushels, in the futures market. 
He is now long and short at the same time—long in the cash market 
and short in the futures market. 

Prices decline in both markets, just when the dealer is ready to 
sell. He sells the wheat for a cash market loss but then closes out the 
futures position for a corresponding gain. His inventory has been 
sold and his futures position closed out. 


example: Shutterbug Films Company sells a large order of photo¬ 
graphic film on a contract; it will take the company roughly nine 
months to fill the whole order. 

Mr. Shutterbug, however, is worried about the increasing cost of 
silver and wants to make sure that when he buys the silver neces¬ 
sary to make the film, the cost will be within the range on which the 
contract was estimated and ultimately awarded. He, therefore, au¬ 
thorizes his financial officer to buy enough silver futures contracts 
(spread out over the nine months) to cover the needs of all outstand¬ 
ing production estimates. 

Should the price of silver keep going up—out of the range of 
profitability for Mr. Shutterbug—the profits from the closed-out 
futures can make up for the losses in the cash market. 


Selling Hedge 

Most business persons are not in business to speculate on the rise 
or fall of commodity prices. Their profit is derived from some 
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service they provide that requires the handling of a commodity: To 
protect their profit margin, therefore, against a decline in the price 
of the actual commodity while it is in their possession, they hedge 
by selling the number of futures contracts approximately equiva¬ 
lent to the amount of actuals held. Selling hedges are used for 
basically three purposes: 


1. To protect inventories of commodities not covered by actual sales or by 
sales of its products. The great bulk of the farmer's surplus grain 
moves through the country elevator on its way from the farm to 
the processor and then ultimately to the consumer. Unless the 
grain has been contracted for before delivery, the elevator buys 
the grain upon its arrival or receives it from the farmer for 
storage, with the sale to take place at a later date. As soon as title 
to the grain passes to the elevator, the elevator is exposed to 
risks of adverse price changes. 

2. To protect, or to earn, an expected carrying charge on commodities 
stored. A country elevator operator with adequate storage space 
and grain of a grade deliverable on futures contracts may decide 
against selling immediately. Instead the operator stores the 
grain and sells a futures contract roughly equivalent to the grain 
stored. The contract is supposed to earn a carrying charge, that 
is, a reasonable return for storage, for certain costs in carrying 
the grain, and for interest, insurance, and shrinkage. The car¬ 
rying charge is earned, of course, only if the futures contract 
price is far enough above the actual purchase price of the grain. 
Also, the hedge would ordinarily be placed in the deferred 
futures of the same crop year, as opposed to the nearby deliv¬ 
ery. The deferred futures contract, under normal conditions, 
sells at a premium over both the near future and spot grain 
prices, and the price difference normally approximates the cost 
of carrying the grain to the deferred delivery month. 

The object of this kind of hedge is to cover the carrying 
charge anticipated at the time the hedge is placed. Although in 
some instances the actual grain is delivered against the futures 
contract to close out the hedge, in most cases delivery is not 
intended at all when the hedge is placed. For as soon as the 
elevator operator can find a profitable deal, he or she sells the 
grain and simultaneously buys back (or takes off) the hedge. 
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3. To protect, or to ensure, a given price for prospective or estimated 
production of commodities. Agricultural producers, or farmers, 
are exposed to rapid changes in demand for their products, and 
they are hard put to increase or decrease production to conform 
with changing economic conditions. Unlike manufacturers, 
who may slow down in periods of depression, farmers must 
continue to produce. At best, they may shift from one crop to 
another. 

Risks are inherent in farming, and producers often look 
toward the futures market for price insurance on their prospec¬ 
tive crops. Grain prices, for example, are higher on the average 
near the end of the crop year than immediately after the harvest. 
In late August, a farmer, estimating the upcoming crop to yield 
20,000 bushels and satisfied with the prevailing price at that 
time for the December corn futures, can insure the value of the 
crop—approximately—by selling 20,000 bushels of this futures. 
When the crop is harvested and delivered for sale to the local 
elevator, the farmer removes the hedge by buying in the fu¬ 
tures. 


TRY THIS 

Which of the following is NOT a purpose of a selling hedge? 

a. To protect inventories acquired against a prior decline. 

b. To earn carrying charges on commodities stored. 

c. To ensure a given price for estimated production. 

d. To earn a speculative profit on an anticipated price decline. 

HERE'S WHY 

The correct answer is (d). The hedger is essentially not a "specula¬ 
tor.” However, a hedge may produce an overall profit, although it is 
incidental to the protective nature of position. For example, a wheat 
farmer places a selling hedge when cash is $4.00 and futures are at 
$4.20. If cash declines by $0.05 but futures drop by $0.08, the hedge 
will show a $0.03 basis gain (from -20 to -17). This would not only 
hedge the inventory loss but produce a $150 profit in addition. 
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Buying Hedge 

A buying hedge is intended to protect against an advance in the 
price of the cash commodity (or its products) that has already been 
sold at a specific price but not yet purchased. Exporters and manu¬ 
facturers commonly sell commodities or their products at an 
agreed-upon price for forward delivery. The forward delivery is 
said to be uncovered if the commodity is not on hand. The secret of 
success in a buying hedge is that initiating a futures position 
should coincide as closely as possible with the signing of a contract 
for actual forward sales. Timing is very important. 

Insofar as buying hedges allow firms to make long-term com¬ 
mitments without having to carry large inventories, they prevent 
the tie-up of working capital for long periods of time and thus free 
these funds for other productive uses. Interest charges are also 
lower, because a firm needs to borrow less to meet its everyday 
needs. Buying hedges can, therefore, be considered a healthful 
stimulus to the economy as a whole. 

Buying hedges are used, basically, for three purposes: to pro¬ 
tect uncovered forward sales of a commodity or its products; to 
replace inventory at a lower cost; and to maintain prices on stable- 
price products. Each of these is discussed below. 

1. To protect uncovered forward sales of a commodity or its prod¬ 
ucts. The demand on manufacturers and processors often re¬ 
quires them to enter into contracts for the forward sales of their 
products, that is, sales in advance of actual production. A cop¬ 
per fabricator, who makes forward sales of rolled sheets, finds 
that he lacks the required inventory for production needed for 
the forward sale. To ensure a supply of copper at the price 
estimated in the sale, he hedges by buying futures contracts 
equivalent to the required amount of actual copper. Here's a 
good example to illustrate this premise. 

example: On June 15, Mr. Coprola obtains an order for a quantity of 
rolled sheets to be delivered on September 15. Based on the current 
price of merchant copper and his processing costs, he quotes a fixed 
price for the copper sheets and signs a contract for the delivery. 

However, the actual price of copper on June 15—the cash price— 
will not, in all probability, be the same three months later. In the 
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interim, demand may improve, or labor or political problems may 
curtail delivery of copper. Any number of events could raise the 
price of copper between June 15 and September 15. Enough of an 
increase could wipe out the profit margin. The forward sale that 
once looked so profitable could become a substantial loss. 

Of course, the fabricator could purchase the copper when he first 
makes the contract, but he would have to tie up considerable work¬ 
ing capital or pay interest charges for a bank loan; he would also 
have to pay insurance costs for three months and arrange to store 
the metal. Naturally, these costs would have to be included in the 
price of the sheets and would therefore raise the price of the finished 
consumer product. 

The fabricator might also decide to speculate: He may have 
reason to believe that the price of copper will decline before the 
commodity is needed. In that case, he would decide not to hedge. If 
prices decline, he would make a windfall speculative profit. Howev¬ 
er, if prices advance, he could suffer a sizable loss. 

In this case, however, the mill holds only two months' worth of 
production and the fabricator is not the speculative type. So he looks 
for price protection in the purchase of futures. Mr. Coprola utilizes 
the futures market and buys futures contracts in the amounts neces¬ 
sary to fill the order. Therefore, on June 15, he instructs his broker to 
buy 5 contracts of September copper at the market. He pays a price 
of 61.50 cents per pound for the futures contract, and the fabricator 
uses this price to establish a cost for the delivery of the rolled sheets 
in September. The fabricator, an experienced hedger, knows that 
the grade of copper he uses is one of the basic grades in the futures 
contract and the futures price will fluctuate with the cash price. The 
fabricator knows that the charges associated with a futures contract 
usually make acceptance of delivery uneconomical. More impor¬ 
tant, he cannot be sure that delivery against the futures contract will 
be in time for his production, since delivery of futures contracts is at 
the seller's option during the delivery period. 

On August 4, one of his suppliers of copper offers him an 
attractive price of 64 cents per pound for the quality and quantity he 
requires. He accepts the offer and simultaneously sells his 5 con¬ 
tracts of September futures at 64.50, the going price. Copper prices 
rose during this period and the results of his hedge proved to be 
profitable. Although he loses 2Vi cents on the forward sale transac¬ 
tion, this loss is more than offset by a 3-cent gain in the futures. 

If the price of copper had declined instead of advancing, the 
fabricator still would not lose. He incurs a loss on his long position in 
futures, but he can buy the actual copper at a lower price. The gain 
in cash offsets the loss in futures. Not all hedges work out this 
perfectly, but they all protect manufacturers against major price 
moves. 
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Cash 


Futures 


June 15 Sells rolled sheets 

that equate to 5 
contracts of copper 
futures based on a 
price of 61.50 

August 4 Buys 125,000 lbs. of 

merchant copper 
at 64.00 


Buys 5 contracts of 
September futures 
at 61.50 


Sells 5 contracts of 
September futures 
at 64.50 


Loss 2.50 
($3125) 


Gain 3.00 
($3750) 


The net profit is $625, less commissions. 


2. To replace inventory at a lower cost. When distant-month futures 
are selling below the spot or below the nearby futures price, the 
merchant can sell off inventories at the relatively high spot price 
and replace them with lower-cost futures contracts for more 
remote deliveries, assuming he has no immediate need for the 
merchandise. 

3. To maintain prices on stable-price products. Certain breakfast cere¬ 
als, for example, show little price variation at the retail level. If 
distant deliveries are selling at discounts, producers can pur¬ 
chase their future raw material needs at levels that guarantee 
their normal business profit. In other words, futures trading 
allows processors to cover their raw material needs at their 
convenience and to their advantage instead of being forced to 
make purchases only at the particular time the actual commod¬ 
ities are available. This type of hedge also avoids storage costs 
and ties up only a minimum of working capital, because of the 
relatively small margin outlay required for futures transactions. 


TRY THIS 

Each of the following is a purpose for a buying hedge EXCEPT: 

a. To protect uncovered forward sales. 

b. To ensure inventory against adverse price action. 
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c. To replace inventory at a lower cost than current prices. 

d. To maintain prices on stable-price products. 

HERE'S WHY 

The correct answer is (b). Inventories already acquired are en¬ 
dangered by price declines and are protected by short, or selling, 
hedges. Buying hedges are useful to offset price increases before the 
inventory is acquired. 


The Advantages of Hedging 

Hedging in the futures market can provide businesses with a 
number of important advantages. Most important among these are 
that hedging substantially reduces the price risks in dealing with 
commodities or financial instruments, does not interfere with nor¬ 
mal business operations, allows greater flexibility in planning, and 
permits easier and greater financing. A more detailed discussion of 
each of these advantages follows. 

1. It substantially reduces the price risks that are involved in dealing with 
commodities or financial instruments. Although it is not possible 
to completely eliminate risk, a properly executed hedge in a 
market that has a relatively stable basis eliminates much of the 
danger. Along these lines, hedging usually produces much 
greater stability in the financial performance of businesses. It 
tends to minimize the significant swings in profit that can be 
caused by fluctuating raw material prices, interest rates, or 
foreign exchange rates. 

2. Hedging does not interfere with normal business operations. It allows 
for substantial price protection without the need for change in 
inventory policy or for engaging in inflexible principal-to- 
principal forward purchase or sale commitments. 

3. Hedging allows greater flexibility in planning. Because futures con¬ 
tracts are available for many delivery months in the future, 
businesses can plan ahead and adjust schedules with greater 
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ease. A soybean crusher (someone in the business of buying 
soybeans and crushing them into the end products of soybean 
oil and soybean meal) can buy actual soybeans only when a 
farmer or a grain merchant is willing and able to sell. He or she 
might have to hold these beans until someone else is ready to 
buy one or both of the end products. It is rare that these two 
events would occur simultaneously. With futures, however, 
the crusher is able to manage financial exposure by the substitu¬ 
tion of transactions in the futures market for opportunities that 
may not be available in the cash market. This helps make more 
efficient use of inventory excess or shortage. 

4. Hedging permits easier and greater financing. In businesses where 
it is common to collateralize loans with commodity inventory, 
hedging plays a very important role. For unhedged commodity 
inventories, banks typically accept about 50% of the present 
value of the inventory as collateral for financing. In cases where 
the inventory is hedged in the futures market, financing can 
exceed 90% of the inventory's present value. This makes a big 
difference. For example, assume that a company has $1 million 
for inventory purchases. It could buy $2 million worth of un¬ 
hedged inventory. The bank would be willing to lend $1 mil¬ 
lion, with the remainder coming from the company's own 
funds. If that same company committed itself to a hedging 
program in futures, the result could be enormously different. It 
might be able to buy $10 million of inventory—90% financed by 
the bank and the remaining $1 million coming from its own 
funds. It should be clear what effect this increased leverage 
would have on the potential for business expansion. A corollary 
benefit is, of course, that banks themselves have greater confi¬ 
dence in loans that are made against commitments hedged in 
futures. 


The Risks of Hedging 

Before deciding whether or how much to hedge, every business 
must first determine the sources and the sizes of the risks to which 
it is exposed. Price risks develop in a variety of ways, and price 
increases or decreases can jeopardize the profits expected from a 
business's inventory, both basic and modified, its anticipated pro- 
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duction, as well as the profits expected from any agreements the 
business has entered into to purchase or sell at a fixed price. Also, a 
business's future borrowing or lending requirements can expose it 
to interest rate risk, either up or down. Following is a brief review 
of each of these potential risk areas. 

1. Basic inventory. This includes present holdings of physical com¬ 
modities or financial instruments that have not been committed 
for future sale at a fixed price. These assets, such as copper in a 
warehouse or an inventory of bonds that are held by a govern¬ 
ment securities dealer, are subject to losses in value if prices 
decline. The assets may conform exactly to the specifications of 
the futures contract or they may not. In this latter category, 
copper of a somewhat different grade from that called for in the 
futures contract could still be hedged in the futures contract. 

2. Modified inventory. This category includes physical commod¬ 
ities that have been transformed by processing or manufactur¬ 
ing, rendering them significantly different from the specifica¬ 
tions of the futures contract. Examples might include pipeline 
inventories and work-in-process or finished goods inventories. 
The extent to which a commodity has been processed and 
separated from the standard delivery grade makes hedging in 
the futures market a less certain means of reducing risk. 

3. Anticipated production. Future farm or mine output that has not 
been contracted for forward sale and that will be added to 
inventories once it is available falls into this category. In this 
case, the risk is that a price decline will undermine the profit¬ 
ability of the producing facility. In the extreme case, a decline in 
price to levels below the cost of production would actually result 
in a loss for every unit produced. 

4. Purchase agreements at a fixed price. These include all forward 
contracts that commit the holder to take delivery of a commodi¬ 
ty or a financial instrument at a fixed price. Such commitments 
are as vulnerable to price declines as are actual inventories. 

5. Future borrowing requirements. Most businesses are subject to 
interest rate risk. This risk might take the form of the expected 
rollover of a loan or the need to borrow funds for expansion. 
Here a decline in the value of interest-bearing instruments (an 
increase in interest rates) would expose the business to risk. 
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In all the above cases, the potential hazard is a decline in 
prices. Each represents, in one form or another, a current or 
anticipated long position in the cash market that can be offset by 
the sale of futures contracts. Now consider two examples in 
which the risk is that prices might rise. 

6. Agreements to sell at a fixed price. These are contracts that bind the 
holder to make delivery of a commodity, a commodity product, 
or a financial instrument at a future date at a predetermined 
price. For example, an importer of packaging machines from 
West Germany agrees to pay his supplier 50,000 Deutsche 
marks when delivery occurs three months in the future. During 
that time, should the Deutsche mark rise in value relative to the 
dollar, this cost in dollars will be greater than planned and 
would cut into whatever profit was expected from the purchase 
and the sale of the machine. In other words, the importer is 
short Deutsche marks. 

7. Future lending requirements. This category covers expected cash 
inflows that will be lent out to cover interest costs. A drop in 
interest rates (a rise in the price of interest-bearing or discount 
instruments) results in reduced earnings. An example might be 
a portfolio manager who plans to roll over a $10 million invest¬ 
ment in Treasury bonds that mature three months later. A 
decline in interest rates will cause the investment to be rolled 
over at a lower rate of return. 

These are seven basic ways that risks arise in the cash market. 
Although there are many variations, most forms of risk fall into 
one or another of these. In the first five categories, the danger is 
that the prices of financial instruments or raw materials will fall. 
Each of those situations represents a long position in the cash 
market because it is a form of ownership, either present or future, 
to which the business is committed. In the last two categories, 
price increases are the danger. These categories represent short 
positions in the cash market because they entail commitments to 
make delivery of something that is not presently in inventory. 

From this list of sources, it is obvious that a commitment in any 
of the first five categories could be offset, at least theoretically, by a 
commitment in one of the last two categories, without ever having 
to resort to the futures market. 
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For instance, the risk of holding inventory (category 1) in a 
climate of weakening prices can be offset by (a) actually selling off 
the inventory, or (b) arranging to sell the inventory directly to a 
user for future delivery at a fixed price. The risk of making forward 
sales at a fixed price (category 6) can be offset either by acquiring 
inventory now or by arranging for forward purchases from a pro¬ 
ducer at a fixed price. 


Basis Risks in Hedging 

As noted earlier, hedgers substitute one risk for another. They 
eliminate the price risks that are entailed in owning the actual 
commodity or financial instrument and accept the risk that is 
entailed in "owning” the basis. Hedging is useful if—and only 
if—the latter risk is meaningfully smaller than the former. 

A perfect hedge, as it is known in the trade, is one that involves 
no change in basis. For example, a business buys 10 units of a 
commodity at $2.50 on October 15. It immediately establishes a 
hedge by selling 10 units of December futures at $2.75. Thus, the 
basis at the time the hedge is placed is 25 cents. One month later, 
the business sells all 10 units at $2.00, incurring a loss on the cash 
market position of 50 cents. If futures also have fallen 50 cents, the 
cash market loss is offset precisely by the futures market profit. 
Figure 7-1 helps to illustrate. 

Because the basis did not change, the futures market provided 
perfect protection in this selling hedge. Needless to say, the real 
world provides few such perfect opportunities. 

If the futures market had declined more than the cash market, 
the outcome might look as shown in Figure 7-2. 


FIGURE 7-1 No Basis Change 


Date 

Cash Market 
Transactions 

Futures Market 
Transactions 

Basis 

October 15 
November 15 

Buy 10 Dec. @$2.50 
Sell 10 Dec. @$2.00 

Sell 10 Dec. @$2.75 
Buy 10 Dec. @$2.25 

+ $0.25 
+ $0.25 

Result: 

- $5.00 

+ $5.00 


Net Result' $0 
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FIGURE 7-2 


FIGURE 7-3 


Favorable Basis Change 

Cash Market Futures Market 

Date Transactions Transactions Basis 

October 15 Buy 10 Dec. @$2.50 Sell 10 Dec. @$2.75 +$0.25 

November 15 Sell 10 Dec. @$2.00 Buy 10 Dec. @$2.20 +$0.20 

Result: - $5.00 + $5 50 

Net Result: $0.50 


In this case, the 5-cent change in the basis produced a bonus. 
Not only did the hedge provide protection against the $5.00 loss 
that would have been incurred in the cash market, but the hedger 
actually made an additional 50 cents because futures declined 
faster than cash. 

A widening of the basis would have had the opposite effect, as 
shown in Figure 7-3. 

In the case of Figure 7-3, hedging provided substantial but 
incomplete protection against the loss in the cash market. 

The outcome of any hedge can be determined simply by 
measuring the change in basis between the time the hedge is put 
on and when it is taken off. [To avoid confusion we have adopted 
the convention of using a plus sign (+) to signify that futures are 
above cash and a minus sign (-) to signify that futures are below 
cash. We also refer to a market in which futures are over cash as a 
normal market. One in which cash is above futures is referred to as 
an inverted market .] In Figure 7-2, the narrowing of the basis by 5 
cents resulted in that amount of profit to the hedger. 


Unfavorable Basis Change 


Date 

Cash Market 
Transactions 

Futures Market 
Transactions 

Basis 

October 15 
November 15 

Buy 10 Dec. @$2.50 
Sell 10 Dec. @$2.00 

Sell 10 Dec. @$2.75 
Buy 10 Dec. @$2.30 

+ $0.25 
+ $0.30 

Result: 

- $5.00 

+ $4.50 


Net Result: 

-$0.50 
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Disadvantages of Hedging 

Risks are often a part of margining futures in a volatile market. To 
better understand this, imagine a precious metals dealer with a 
500-contract inventory of gold (50,000 ounces) and an offsetting 
position of 500 short futures contracts. If prices rise dramatically, 
say from $400 per ounce to $500 per ounce, the dealer will be faced 
with enormous variation margin calls that must be met with cash. 
No interest is earned on the cash that is used to meet these calls, 
and the inventory holdings generate no offsetting cash flow even 
though their value increases as prices rise. In this case, margin calls 
would approximate $5 million. The real interest or opportunity 
cost of this cash outflow would be $600,000 annually if the dealer 
could otherwise earn 12% on his capital. To minimize this cost, 
sophisticated hedgers make use of a practice known as variation 
margin hedging or underhedging. If the short position in futures is 
slightly smaller than the inventory, then rising prices will generate 
a net profit on the unhedged portion of the inventory. If this 
unhedged position is the correct size, this profit will come close to 
offsetting the variation margin interest loss in a climbing market. 
In a failing market, the interest gain from variation margin receipts 
will offset the loss in value of the unhedged portion of inventory. 

Futures markets also have a number of other disadvantages, 
involving basis risk, costs, incompatibility of cash and futures, and 
limit moves, that should be understood. They are summarized 
here. 

1. Basis risk. Because of basis changes, futures may not provide 
full protection against adverse price changes in the cash market. 
Basis risk increases the more the cash article differs from speci¬ 
fications of the futures contract. 

2. Costs. Every futures transaction involves execution and clear¬ 
ing costs. Even when they are small, these fees can add up over 
time and should be monitored. There is, also, interest on the 
margins. 

3. Incompatibility of cash and futures. Because futures contracts are 
standardized, they do not always match precisely the particular 
terms of a cash market commitment. Quantities may be larger or 
smaller than what the futures contract calls for, and quality may 
differ also. 
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4. Limit moves. Because futures trading can be restricted by daily 
trading limits, it may be impossible to establish or to liquidate 
hedges on particular days. This occurrence is rare but can cause 
considerable unease when it occurs. 


Hedging Applications 

The examples we've presented so far have turned out quite well. 
Not surprisingly, then, these examples are called perfect hedges — 
perfect in the sense that the cash and futures prices moved up and 
down by exactly the same amount, thus providing complete pro¬ 
tection regardless of how high or low prices moved. The difference 
between cash and future prices, the basis, remained constant. 
However, the basis does change from time to time and from one 
location to another. Consequently, the changing relationship be¬ 
tween cash and futures prices may at times result in additional 
profits or losses, depending on whether the basis changes in or 
against the hedger's favor. 

Though the basis is variable, it is generally predictable. Cash 
and futures prices have a tendency to adjust to each other during 
the delivery period at the delivery point, because of the pressure 
caused by deliveries in the expiring futures. 

The effectiveness of the hedge is governed by the cash-futures 
relationship at the time the hedge is established and by the subse¬ 
quent narrowing or widening in the basis during the life of the 
hedge. How the basis affects hedging is best demonstrated by 
examples. Following are two such examples. 


Selling Hedge in a Normal Market Followed by a 
Narrowing in the Basis 

example: On October 1, a cotton spot merchant buys 100 bales 
(50,000 pounds) of cotton from a farmer at 60.00 cents a pound based 
on prices at a futures delivery point. He sells one contract of Decem¬ 
ber futures at 62.00 cents a pound. The equivalent amount in the 
futures unit of trading is 100 bales of 500 pounds each. In grading 
the cotton the merchant determines it should be worth 75 points off 
(under) the December futures. The merchant's buying basis is said 
to be 200 points (2 cents) off December. He is unable to sell the 
cotton at his estimate of 75 points off at this time. By November 1, 
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the merchant finds a buyer at his price of 75 points off December 
futures, which is now selling at 60.00 cents. The cash transaction is 
therefore priced at 59.25 cents per pound. He “buys in," or covers, 
his short hedge at the current futures price of 60.00 cents. Calcula¬ 
tions for the transactions are: 



Cash 

Futures 

October 1 

Buys 50,000 pounds 

Sells 1 contract 


cotton at 60.00 cents a 

December futures 


pound $30,000.00 

62.00 cents 

November 1 

Sells 50,000 pounds 

Buys 1 contract 


cotton at 59.25 cents a 

December futures 


pound 29,625.00 

60.00 cents 

2.00 cents 

(2 cents = 200 points 
with each point = $5) 


Loss $375.00 

Gain $1000 

Net profit is $625, less futures commissions. 


The merchant fairly predicted what his profit would be because 
he bought at 200 points off and sold at 75 points off the basis, or 125 
points at $5 a point equals $625. 

In actual business conditions, considerations of delivery point 
differentials and detailed costs would apply. 

The merchant's profit developed as a result of a narrowing in 
the basis, that is, a narrowing in the difference between the cash 
and futures prices. Although both the cash and futures prices 
declined, the cash price did not decline as much as the futures 
price. The cash market (in which he was long) declined 75 points 
(75/100 of a cent), while the futures market (in which he was short) 
declined 200 points (2 cents). He bought spot cotton and sold 
futures when cash was 200 points or 2 cents off (under) futures; 
then he sold cash and bought futures when cash was 75 points off 
the futures. The basis narrowed from 200 points to 75 points. The 
difference between his buying and selling basis is his profit, 125 
points. 
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Thus, even though he sold the actual cotton for less than the 
purchase price, he made a profit because he used the futures 
market. If he had not hedged, he would have incurred a straight 
$375 loss on the cash transaction. 

If cash and futures prices advance instead of decline, the re¬ 
sults are basically the same, as long as the basis narrows. 


Buying Hedge in a Normal Market Followed by a 
Narrowing in the Basis 

If an elevator operator purchases futures as a hedge against a 
forward cash sale when futures are at a full carrying charge pre¬ 
mium to cash, the hedge provides only partial protection against a 
price advance. The difference between the cash and futures prices 
must narrow by the amount of the carrying charges as the delivery 
period approaches. However, in this instance the basis movement 
is less important than the hedger's ability to anticipate basis when 
cash grain is acquired. Futures cannot maintain their premium 
above cash over the long run: Either they must move down into 
line with the cash prices, or the cash prices must advance to the 
futures prices. And the adjustment between cash and futures can 
take place in an advancing or declining market: If the market 
advances, cash prices must advance further than futures because 
they began from a lower level; conversely, if the market declines, 
futures must decline more than cash. 

example: A miller buys March com futures as a hedge on November 
1, when futures are 20 cents above the cash price. The most that 
March futures can be at a premium to cash on December 1 is 15 
cents, which is the cost of carrying from December to March. The 
price of cash advances from $2.10 to $2.20 by December 1, and the 
most that March futures can advance is from $2.30 to $2.35. The 
miller's buying basis is 20 cents under March futures and his selling 
basis is 15 cents under March futures, which results in a 5-cent loss 
in the basis. The loss in the basis develops because the cash price 
advances more than the futures price. Thus, as time passes, the buy 
hedger loses the equivalent of carrying charges. The purchase of 
futures protects the miller against 5 cents of the 10-cent advance in 
the cash price, but it does not protect him against the 5-cent change 
in basis. Despite the 5-cent loss on the hedge, his profit margin on 
the forward cash sale may be large enough to absorb this loss, and 
he may still make a profitable sale. At any rate, a 5-cent loss is better 
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than a 10-cent loss, which is what he would have encountered if he 
had not hedged by buying futures. 



Cash 

Futures 

Basis 

Nov 1 

Sells 5,000 
bushels No. 2 
com @ ....$2.10 

Buys 5,000 
bushels March 
com @ ....$2.30 

20 cents under 
March 

Dec 1 

Buys 5,000 
bushels No. 2 
com @ ....$2.20 

Sells 5,000 
bushels March 
com @ ....$2.35 

15 cents under 
March 


-$0.10 

+ $0.05 



Net loss is 5 cents per bushel, which is equivalent to $250, plus 
commission. 


The results are the same even if prices decline. 

example: The miller buys March corn futures at $2.30 against a 
forward sale at a price of $2.10, and the market subsequently de¬ 
clines. The futures price has to decline farther than the cash price, 
because the premium on the futures above the cash must decrease 
by the equivalent of carrying charges as time passes. Thus, the price 
of cash com declines 10 cents to $2.00 by December 1, and the price 
of futures declines 15 cents to $2.15. The 15-cent difference repre¬ 
sents the full carrying charges between December and March. 



Cash 

Futures 

Basis 

Nov 1 

Sells 5,000 

Buys 5,000 

20 cents under 


bushels No. 2 

bushels March 

March 


com @ ....$2.10 

com @ ....$2.30 


Dec 1 

Buys 5,000 

Sells 5,000 

15 cents under 


bushels No. 2 

bushels March 

March 


com @ ....$2.00 

com @ ....$2.15 



+ $0.10 

-$0.15 



Net loss is 5 cents per bushel, which is equivalent to $250, less 
commission. 
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Although a buying hedge in a normal market protects against a 
price advance, it cannot give full protection over the long run 
because of the tendency for cash and futures prices to converge as 
the delivery period approaches. Large premiums on futures over 
cash spell potentially large losses. In addition, the longer the 
hedge is held, the more unprofitable it will be. 


Other Hedging Applications 

The outcome of hedges varies according to the circumstances. 

Other combinations of buying and selling hedges in an environ¬ 
ment of widening and narrowing basis include: 

• Selling hedge in a normal market followed by a widening of the basis. In 
this case the futures leg produces a smaller profit (or a greater 
loss) than does the cash leg. 

• Selling hedge in an inverted market followed by a narrowing of the 
basis. In this case the futures leg once again produces a smaller 
profit (or greater loss) than does the cash leg. 

• Selling hedge in an inverted market followed by a widening of the 
basis. In this case the futures leg yields a greater profit (or a 
smaller loss) than that of the cash leg. 

• Buying hedge in a normal market followed by a narrowing of the ba¬ 
sis. In this case the futures leg yields a smaller profit (or a greater 
loss) than the cash leg. 

• Buying hedge in a normal market followed by a widening of the ba¬ 
sis. This case will show a greater profit (or a smaller loss) in the 
futures leg. 

• Buying hedge in an inverted market followed by a narrowing of the 
basis. In this case the profit (loss) in the futures position is larger 
(smaller) than that in the cash position. 

• Buying hedge in an inverted market followed by a widening of the 
basis. Here the futures leg will produce a greater loss (or a smaller 
profit) than that of the cash leg. 


TRY THIS 

If the market is inverted, a short hedger profits when the basis 
widens. True or False? 
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HERE'S WHY 

True. Suppose cash is at 53.45 and futures are at 52.00. The market is 
thus "inverted" as cash is over futures. A hedger shorts futures and is 
long cash at those prices, a basis of +1.45 or "1.45 over." If futures 
drop by 0.50 and cash drops by only 0.25, the basis has widened to 
+ 1.70 and the hedger has made more on the short futures than was 
lost on the long inventory. 


Dealer Requirements 

To understand some of the hedging requirements facing dealers in 
the futures market, we must first understand their role in this 
market. 

Dealers are the intermediaries between producers and con¬ 
sumers. They play key roles in a market economy and are particu¬ 
larly important participants in the futures markets. A dealer is an 
organization (or person) that stands ready to buy or sell the items 
in which it deals whenever one of its customers requests. Dealers 
differ from brokers in that they act as principals in transactions and 
therefore use their own capital. Brokers act as intermediaries who 
match buyers with sellers but do not themselves take market 
positions. In a futures trading ring, the floor broker who executes 
an order on behalf of an FCM is acting as a broker. The local who 
takes the opposite side of the transaction into his own account is, in 
effect, acting as a dealer. 

To understand the role that is played by dealers in the cash 
markets, let us begin by visiting an imaginary world in which there 
are only a producer and a consumer. Assume that we have Cor¬ 
poration A in California that wants to issue 10-year debt and we 
have pension fund Manager B in Houston who is considering 
buying 10-year corporate debt. If the two are in regular contact, or 
if they happen to stumble across one another at exactly the right 
moment, then the corporation might place its 10-year paper direct¬ 
ly with the investor. In the real world, however, this is not likely. 
Corporation A probably does not have the staff to monitor the 
capital markets continuously for prospective investors, and Mana¬ 
ger B in Houston may have no direct access to information from the 
California corporate arena. 
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This is basically a problem of communications and information 
flow. The two parties simply do not know about each other. If this 
is the only problem, a broker could provide the solution because a 
broker's job is to monitor both sides of a market continuously so as 
to bring together seller and buyer (or, in this case, issuer and 
investor). In real life, though, communications are often not the 
only obstacle. Corporation A may need funding this week, where¬ 
as Investor B may not have funds that are available until existing 
investments mature in two weeks. We have seen how Corporation 
A could use the futures markets to hedge against a rise in interest 
rates prior to the issuance of this debt. But what if its cash flow 
requirements are such that it needs actual funds rather than merely 
protection against rate increases? Neither a cash market broker nor 
a position in the futures markets can address this problem. This is a 
job for a cash market dealer. 

A dealer would be prepared to use its own capital to purchase 
Corporation A's debt. In doing so, it would be acting as financial 
intermediary rather than as end-investor. If Investor B had indi¬ 
cated a willingness to pay $1,000 for $1,000 face value of Corpora¬ 
tion A's debt, then the dealer might bid $990 as principal in the 
hope of reselling the paper to Investor B in two weeks at a $10 
profit. The dealer is, in effect, making a two-sided market in 
Corporation A's 10-year debt: $990 bid/$l,000 offered. The dealer 
differs from an investor in that he is not buying the paper because 
he perceives it to be an attractive long-term investment. Rather, he 
believes that he can earn a profit by quickly reselling the debt issue. 
The dealer differs from a broker because he is committing his own 
capital rather than simply matching issuer and investor. 

The dealer's $10 profit (or dealing spread) represents com¬ 
pensation for the service of providing liquidity by bridging the 
time gap between the need for funds by the issuer and the availa¬ 
bility of funds from the investor. This service is of value, though, 
only if the dealer is willing to bid for debt when Corporation A 
wants to issue debt. If our dealer bids only when he himself wants 
to, he will soon find himself going out of business. Issuers will 
either find another dealer who is more responsive to their timing 
needs or turn to the less costly broker market if dealers are not 
providing sufficient added value in the form of timing flexibility. If 
either of these things happened, our original dealer would quickly 
lose ground among investors as well because he would tend to 
have a smaller inventory of products from which investors could 
select at any given time. 
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This need to be responsive to their customer's timing require¬ 
ments puts dealers in a position of only limited control over their 
cash market positions and exposures. Returning to the example 
above, if the dealer feels that Investor B may change his mind 
about buying Corporation A's 10-year debt then he, the dealer, 
might lower his own bid to $985 or $980 because of the perceived 
additional risk. But if he wants to maintain his relationship with 
Corporation A, he will not often withdraw his bid entirely nor 
lower it to a level that would seem frivolous or insulting. This 
means that in the course of servicing his issuing client, our dealer 
will sometimes find himself owning inventory that he does not 
really want and is not particularly confident about being able to 
resell quickly at a profit. 

The basic concept to keep in mind is this: A dealer must be 
responsive to customers on both sides of his market, and this 
responsiveness will often force him into long or short positions 
that he does not really want. What we have discussed applies to 
dealers in a wide variety of markets. Though we have focused on 
the specific example of a bond dealer, the same concepts apply as 
well to dealers in any other market. An international bank must be 
prepared to give its customers bids and offers for the major curren¬ 
cies. A grain merchant must stand ready to buy from farmers and 
must also maintain sufficient inventory at various locations to meet 
unexpected export demand. The specifics vary from business to 
business, but in every case a dealer must develop and maintain 
relationships with producers and consumers. At any point in time 
the dealer's cash market exposure—long, short, or neutral—is 
determined, in good measure, by his attempts to service his cus¬ 
tomer base. 

The nature of a dealer's cash market business flow creates 
specialized futures requirements. Two of these requirements de¬ 
serve particular attention. First, a dealer shares with producers and 
consumers the desire to reduce his exposure to price fluctuations. 
However, a dealer's exposures are likely to fluctuate more rapidly 
as he buys from producers and sells to consumers. An active dealer 
might make several dozen or more cash market transactions each 
day. If he wants to keep his futures hedges current, he will need to 
adjust them at least several times daily and perhaps even after each 
cash market trade. This contrasts with the hedging requirements of 
nondealers, whose futures positions tend to change much less 
frequently. Again, the reason is the more varied cash market 
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activities of dealers relative to other market participants. Dealers 
are forced to consider many more cash market items and basis 
relationships than are most producers and consumers. 

example: A fixed-income portfolio manager might typically confine 
his attention in the corporate bond sector to one or two dozen issues 
that he either already owns or is considering buying. However, a 
corporate bond dealer must be prepared to quote markets in any of 
the hundreds of issues that are followed by one or more of his 
customers. Both the manager and the dealer will likely use the 
highly liquid futures on U.S. Treasury securities to hedge their cash 
market positions, so each cash market corporate security corre¬ 
sponds to a basis relationship that should be understood and moni¬ 
tored. 

example: A copper mining company need concern itself only with 
the basis relationships that involve the grades and locations of the 
ores that it produces. On the other hand, a copper dealer purchases 
many different grades and locations. Each physical market grade/ 
location combination is another basis relationship that the dealer 
must follow. 

An understanding of basis relationships is important to dealers 
for another reason as well. Dealers' profit margins are narrow 
relative to those of other hedgers, so basis mishaps can have 
especially bad consequences. Consider these examples: 

example: Com farmers typically expect average selling prices to 
exceed production costs by 50 cents per bushel or more. (This does 
not always happen but is a reasonable average over many seasons.) 
Grain dealers, on the other hand, expect average net profit margins 
of 1 cent per bushel or less. Consistently leaving V 2 cent to 3 A cent per 
bushel on the table through ill-timed basis positions would probably 
go unnoticed by the farmer but would be devastating for the dealer. 

example: An investor in over-the-counter securities probably ex¬ 
pects to make at least several dollars per share and perhaps much 
more when he buys a $40- or $50-per-share stock. The over-the- 
counter dealer who sells him the stock would be delighted to realize 
a 50-cent-per-share margin on the purchase and resale of the securi¬ 
ty. Clearly, the dealer needs a much keener understanding of the 
relationship between the stock and the particular equity futures 
index in which it is hedged. 
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The unique hedging requirements of dealers create the need 
for special futures trading capabilities. Dealers need to understand 
these in order to operate profitably. 


TRY THIS 

Which of the following is ordinarily true of hedging margin require¬ 
ments? 

a. They are the same as regular (speculation) margins. 

b. They are greater than regular margins. 

c. They are less than regular margins. 

d. There are no margins required for bona fide hedge accounts. 

HERE'S WHY 

The correct answer is (c). Hedging margins are generally lower than 
speculative, or "regular,” margins because of the hedgers' involve¬ 
ment in the cash markets—that is, they are capable of making or 
taking delivery—and also because the hedger's financial position is 
normally perceived as being more substantial than that of the typical 
speculator. Furthermore, hedgers usually have a position approach¬ 
ing neutral, while speculators are net long or short—a riskier posi¬ 
tion. 


Strategy Summary 

In hedging, these are important points to remember: 

1. When hedges are placed in a normal market and the spread 
narrows, the selling hedger gains and the buying hedger loses. 

2. When hedges are placed in a normal market and the spread 
widens, the selling hedger loses and the buying hedger gains. 

3. When hedges are placed in an inverted market and the spread 
narrows, the selling hedger loses and the buying hedger gains. 
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4. When hedges are placed in an inverted market and the spread 
widens, the selling hedger gains and the buying hedger loses. 


TRY THIS 

Each of the following is correct EXCEPT: 

a. In an inverted market, a widening basis profits a short hedger. 

b. In a normal market, a narrowing basis profits a short hedger. 

c. In an inverted market, a narrowing basis profits a long hedger. 

d. In a normal market, a narrowing basis profits a long hedger. 

HERE'S WHY 

The correct answer is (d). In a normal market (futures over cash), a 
narrowing basis profits the short hedger because cash rises faster than 
futures. 
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Trading 

Techniques: 

Speculation 

and 

Spreading 


As we have discussed in the previous chapter, a hedger is someone 
who trades futures with the intent of providing a type of price 
insurance to reduce risk associated with a cash position, long or 
short. 

A speculator, on the other hand, is someone willing to trade in 
the futures market, taking on the risk that the hedger has passed 
on, with the intent of making a profit. 

Speculators provide the futures market with a great deal of 
liquidity, thus enabling hedgers to spread their risk over a number 
of willing speculators. 

Speculators put up what is called risk money in anticipation of a 
profit. Attractive profits can be made by investing in the commod¬ 
ities market. One reason for this is that commodity markets require 
a relatively small margin. Instead of the 50% margin required to 
trade in stocks, a commodity trader is usually required to put up no 
more than 5% to 10%. Such low margins give trades tremendous 
leverage. The other side of this coin, of course, is that small fluctua¬ 
tions can wipe out a trader's equity, and large fluctuations can 
generate terrible losses. 
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A more sophisticated type of speculation is called spreading. 
This is the purchase of one commodity future and the simul¬ 
taneous sale of another. A spreader buys the delivery that appears 
relatively underpriced and at the same time sells the delivery that 
appears relatively overpriced. Traders engage in spreading when 
they feel the price relationship will either narrow or widen. As time 
passes, they hope the futures assume a relationship that will create 
a profit. But, more about spreading later on. Let's concentrate first 
on the concept of speculation. 


Speculation 

The relationship between hedgers and speculators often typifies 
the purpose of futures trading—the shifting of risk to those who 
are willing to assume it. 

Speculators have good reason to look to commodities trading 
for expectation of profits. Commodity trading offers unique oppor¬ 
tunities for quickly making more money than does almost any 
other investment venture. 

And, contrary to popular beliefs, these profit opportunities are 
open not only to professional traders and to those with a lot of 
money, but also to those with limited risk capital and to those with 
no special knowledge of commodity markets. The commodity 
trader who follows sound trading practices (even an amateur who 
devotes relatively little time to trading) can realize an average 
annual return that is considerably better than what you can expect 
from most capital ventures. 

Making such large profits possible, of course, is the relatively 
small margin required to trade in commodities. 

Commodities become particularly attractive when you consid¬ 
er the many ways in which risk can be curbed and controlled. 
Usually such high returns are associated with high risks. But don't 
be fooled: The risks connected with commodity trading are not 
small, nor should you expect to make money in commodities 
unless you understand how to evaluate and limit the existing risks. 
The truth of the matter is that commodity trading is a high-risk 
field—necessarily so. The potential for large profits implies that 
potential for large losses as well. 

But the risks that exist in commodity trading are not constant; 
while they may be large or small in a particular trade, depending 
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on the situation and the timing of market commitments, they do 
average out over time. Because of this, knowledgeable traders— 
who follow sound trading practices—are able to lessen their risk 
potential by averaging it out over a sufficient number of trades; at 
the same time their increasing knowledge and experience in the 
market enable them to maintain a sound profit margin. 

Commodity trading can never be reduced to an exact science 
because prices are influenced by so many factors that cannot be 
measured precisely. As a consequence, no single method or com¬ 
bination of methods guarantees a profit on every trade. Such a 
guarantee is impossible, and the experienced trader is well aware 
of it. 

All you can do, therefore, is carefully evaluate and limit risks— 
and follow sound trading practices. Not even the practices dis¬ 
cussed in this book will enable you always to be right on the 
market. Nothing will. But, if followed, they will prevent you from 
being subjected to serious losses on those occasions when the 
market does not perform as you expect. At the same time, they 
should enable you to be right a large enough percentage of the time 
to make trading commodities profitable. 


Considerations Before Entering the Market 

Four basic rules observed by successful speculators that will help 

you to trade successfully are: 

1. Adopt and follow a definite trading plan. It is best to decide on a 
plan, be it a fundamental or technical approach (as discussed in 
Chapter 5), or a combination of the two. 

2. Trade conservatively with money you can afford to risk. When trad¬ 
ing in futures, you should have trading capital equal to or at 
least double the minimum margin required by a broker. This 
additional capital does not have to go into the account, but it 
should be available and set aside for trading when needed. 

3. Never risk all the trading capital on any one situation. To be a 
successful trader you must spread or diversify risk by participat¬ 
ing in various situations over a period of time. 

4. Never make demands on trading profits to meet regular expenses. In 
order to remain an objective trader, you must not require a 
certain amount of profit from trading for living expenses. 
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Getting Started 

When initiating a futures position the following guidelines may 

prove helpful. 

1. Make a careful analysis of the fundamentals. See which situation 
has the best profit potential. Refer to Chapter 5 to better under¬ 
stand the fundamental approach when analyzing the direction 
of the market trend. 

2. Then, project the extent of the market trend. Refer to Chapter 5 
again for technical forecasting. Keep in mind areas of support 
and resistance. 

3. Weigh risk versus profit potential and transaction cost. It does not 
make sense to take on a high-risk situation in the hopes of a 
modest profit. 

example: You anticipate that the extent of an upward move could 
result in a $600 gain. The nearest logical place to put a sell-stop order 
is below the area at which you contemplate buying. That point 
allows for a $200 loss, and your profit potential is three times your 
risk. On the other hand, if the profit potential appears to be $200 and 
the nearest area to place a sell stop results in a $200 loss, your risk 
versus your profit potential makes the transaction hardly worth 
undertaking. 

4. Determine that the timing is right for entry into the market. Refer 
here to the section on technical/chart analysis in Chapter 5. 

5. Don't undertake either a long or short position until you have a 
clear-cut view of the market trend. 

6. Don't anticipate a trend. Wait until a trend has started before 
initiating a position. 


After Establishing a Position 

Once you have established a position in the market, try to keep in 
mind the following. 

1. Stop orders and stop-loss orders can be used to minimize a loss 
in the event the market moves against a position. 

2. You should maintain a position as long as the market trend 
continues to be favorable to your position. 
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FIGURE 8-1 

$ 6.10 


6.05 


6.00 


5.95 


5.90 


3. Don't let a position influence your decision to stay or to get out. 
Should a trend develop that is against your position, don't 
hesitate to sell or buy to get out of your position. Don't be 
stubborn. 

4. Don't attempt to pick tops or bottoms. When a position begins 
to work, traders should alter stop protection to protect profits or 
to minimize losses. Use a trailing stop —that is, when long, keep 
moving the sell stop to a higher level to keep up with the 
market's advance in order to protect profits. The reverse would 
be appropriate when short. 

example: Refer to Figure 8-1. You buy soybeans at $5.90 (B) and 
place a protective sell stop at $5.87 (SS). The price of soybeans 
subsequently advances to $6.00 (Bl), but you feel prices will move 
higher and want to hold your position. At the same time, you do not 
want to lose your profit. To protect your profit, you cancel your 
original sell stop at $5.87 and raise it to (SSI)—just below the market 
at $5.97. You are willing to risk 3 cents of your profit against the 
possibility of additional profits. 

If the market drops to $5.97 (your stop price), your stop order to 
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sell immediately becomes a market order to sell and your broker 
must sell at the best price he can get. You would be stopped out of 
your position with approximately a 7-cent profit. 

Prices continue to advance from $6.00 (Bl) to $6.10 (B2) and they 
do not activate your stop price. You cancel your sell-stop order at 
$5.97 (SSI) and raise it again to $6.07 (SS2) to protect your profit, 
thus keeping pace with the market's advances. 

Although raising a sell-stop order to protect a profit on a long 
position is justified as the market continues to move in your favor, 
you should not cancel or lower your stop when the market moves 
against you and approaches your stop price. This policy disregards 
the very protection that stops are supposed to provide. 


TRY THIS 

A trader established a long Eurodollar deposit position at 87.97. If the 
market is now at 90.25, where should a sell-stop order be placed to 
protect the profit and continue participation in an uptrend? 

a. 87.97 

b. 89.95 

c. 90.24 

d. 90.50 

HERE'S WHY 

The correct answer is (b). A sell stop must be far enough under the 
market not to be touched off by a minor reversal, but not so far under 
as to give back the profit already achieved. The stop at 89.95 locks in 
198 ticks, or thereabouts. The stop at 90.24 obviously locks in another 
29, but is so close to the market it is virtually a market order. Any 
trade just one tick down will trigger the order and preclude further 
upside participation. 


Trading Techniques for the Speculator 

Different trading techniques are commonly used by the speculator. 
Some of them are discussed in the following paragraphs. 
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Averaging Down (or Up) 

When a market moves contrary to an established position, some 
people tend to add to their long positions. They hope to obtain a 
lower average price so that when the market recovers, they will 
break even at a lower price. This is known as averaging down. The 
same principle applies to averaging up, but in reverse: Shorts sell 
more in an upward trend to break even. 

Many traders feel that averaging down allows them to escape 
unharmed at a lower level. In actuality, averaging down is increas¬ 
ing the risk of a situation that is not working. This concept is 
illustrated in Figure 8-2. 

example: You buy one contract of May potatoes at $4.50. The market 
goes down to $4.40, and you feel that buying a second contract at 
$4.40 would give you a lower average price. Your rationale is really, 
"The deal is bad, so now I'll be able to break even if the price gets 
back up to $4.45.” The danger, however, is that if the market 
continues to decline to $4.30, you are then losing 15 cents on each of 
the two contracts, instead of 20 cents on one. 

Usually, adding to your position is logical only after your first 
commitment shows a profit. 


Pyramiding 

When the market is moving in your favor, you may at times want 
to add to your position. This practice is known as pyramiding. This 
can be a highly successful operation, if conducted according to a 
sound trading plan. Most successful traders generally follow two 
rules in adding to their positions: 

1. Don't add to your position unless your existing position is 
showing a profit. 

2. The number of contracts added to your position should be no 
larger than your base (generally your initial position), and it 
should become proportionately smaller as the market continues 
to move in your favor. 
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FIGURE 8-2 


FIGURE 8-3 
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example: By pyramiding, according to these two rules, you increase 
your commitment, as shown in Figure 8-3. You initiate your posi¬ 
tion by buying five contracts at $4.40. The market advances to $4.45, 
and you buy an additional four contracts, bringing your total posi¬ 
tion to nine contracts. Your average price on nine contracts is now 
$4.42 +. The market advances to $4.50, and you buy another three 
contracts, bringing your cumulative total position to twelve con¬ 
tracts and your average price to $4.44 + . As the market advances to 
$4.55, you buy another two contracts, bringing your total to four¬ 
teen contracts and the average price to about $4.46. Again the 
market gains, this time to $4.60, and you pick up one more contract 
for a total of fifteen. Your final average price on fifteen contracts is 
now around $4.47. 


Pyramiding 


$4.60 

$4.55 

$4.50 

$4.45 

$4.40 


x 

X X 
XXX 
X X X X 
X X X X X 


Average 

4.46% 
4.45% 
4.44'/e 
4.42’/. 
4.40 
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By pyramiding in this manner, the average price of all your 
contracts will be at a level well below the prevailing market. If the 
market moves against the position, you are not seriously affected 
and are given ample time to liquidate at a profit. 

Another version of pyramiding is to establish a position in 
small and increasing increments. Once you have established the 
desired base (the maximum number of contracts to be bought at a 
particular price level), further additions should be no larger than 
the base. 


TRY THIS 

The practice of adding new long positions at prices lower than an 
initially established position is best described as: 

a. pyramiding 

b. averaging down 

c. trailing stops 

d. none of these 

HERE'S WHY 

The correct answer is (b). This is often regarded as throwing good 
money after bad. In any event, it lowers the break-even point if the 
market rebounds. For example, a trader buys gold at $350 whereupon 
it dips to $340. By buying another at $340, he now breaks even at $345, 
and a return to the original purchase price shows a profit of $10 
overall (+ $10 on the $340 purchase and even on the $350 purchase). 

TRY THIS 

Pyramiding involves adding to an existing position in increasing incre¬ 
ments. True or False? 

HERE'S WHY 

False. Such pyramiding is inherently unstable. Rather, the trader 
should add in decreasing increments, which leaves the bulk of the 
position in profitable status in the event of temporary reverses. The 
base of the pyramid needs to be wider than the apex. 
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Buying and Selling: Premiums vs. Discounts 

Once you have decided to be either long or short, you must decide 
which delivery month —a near month or a month with an extended 
delivery. Different strategies regarding delivery in both normal 
markets and in inverted markets are summarized below. 

1. In an inverted market, the near maturity is trading at a premium 
to the distant maturity. Should you wish to initiate a long posi¬ 
tion, it is usually more advantageous to buy a more distant 
month, which is selling at a discount to the closer month. If you 
wish to initiate a short position, you should sell the near month 
rather than the distant. 

2. In a normal (carrying charge) market, the near contract month is 
trading at a discount to the distant maturity. Should you wish to 
establish a long position, you should buy a relatively near month 
rather than the distant month. To buy the distant maturity 
would mean also paying for the premium at the time. If you 
wish to establish a short position, however, sell the distant deliv¬ 
ery, which is at a premium to the shorter-term deliveries. 

In both strategies, if you anticipate that the position will take 
some time to work out, it would be inappropriate to take a position 
in a near month where you would soon be faced with the question 
of delivery. 


Spreading 


As we mentioned earlier, spreading is the purchase of one com¬ 
modity future against the simultaneous sale of another. A spreader 
buys the delivery that appears relatively underpriced and simul¬ 
taneously sells the delivery that appears relatively overpriced. A 
trader undertakes this dual transaction when he or she feels that 
the prices of the two futures contracts are not in line with one 
another and expects that the spread relationship —the difference in 
price between the two "legs"—will change. When it changes, the 
trader realizes a profit or suffers a loss because of the adjustment in 
the relative prices of the two contracts. 
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Spread vs. Price Levels 

When spreading, traders are often not concerned with the overall 
direction of the market. Rather, their interest is only in the narrow¬ 
ing or widening of the price difference between the two contracts. 
So, when a spreader enters an order, prices at which the contracts 
are to be executed are not specified. Only the price difference be¬ 
tween the two contracts is specified. 


Types of Spreads 

There are four basic types of spreads: interdelivery spreads, inter¬ 
market spreads, intercommodity spreads, and commodity product 
spreads. 

1. Inter delivery spreads. This type of spreading operation involves 
the purchase and sale of different delivery months in the same 
commodity in the same market: for example, the purchase of 
October cotton and the sale of December cotton. 

This spread takes advantage of deviations in the price differ¬ 
ence between different delivery months. In this case the trader 
purchases the contract that is relatively undervalued and sells 
the contract that appears to be relatively overpriced. The profit 
is made when the price difference adjusts itself and the trader 
closes his positions. 

Depending on whether the market is normal or inverted, 
there are different types of spread situations. In some cases, the 
risk and profit potential can be defined. 

In a normal market, the nearby maturity sells at a discount to 
the distant delivery. The trader buys the nearby maturity and 
sells the distant maturity in anticipation of a narrowing in the 
spread difference. 

example: On October 19 the price of the March corn delivery is 9 
cents below the July delivery—March is $2,161/2 and July is $2,251/2 
per bushel. You feel that the price of the March delivery is under- 
priced in relationship to the July—or that the July is overpriced 
compared to the March delivery—and you expect the spread differ¬ 
ence to narrow. In other words, you feel that either the March 
delivery will gain relative to the July delivery or the July will decline 
relative to the March delivery. You simultaneously buy the March 
delivery and sell the July delivery. 
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After establishing the spread transaction at a 9-cent difference, 
the price difference between the two contracts narrows to 4 cents by 
December 9, and you decide to take profits. You simultaneously 
liquidate both contracts (called unwinding the spread) and realize a 
profit of 5 cents. When you liquidate, or close out, the spread, you 
do just the opposite of what you did originally. Since you originally 
bought 5,000 bushels of March com and sold 5,000 bushels of July 
com, now you sell 5,000 bushels of March corn and buy 5,000 
bushels of July com. Your profit is calculated as follows: 


October 19 Buy 5,000 bushels Sell 5,000 bushels July 


March com @... $2. 16 V 2 com @.$2.25V£ 

December 9 Sell 5,000 bushels Buy 5,000 bushels July 

March com @ . .. $2.251/2 com @. . $2.291/2 

Profit +$0.09 Loss -$0.04 


Net return is 5 cents per bushel, which is the equivalent of $250, 
less commission. 


In this case, the risk is limited to the difference between the 
current spread difference and full carrying charges of the dis¬ 
tant delivery. On the other hand, the profit potential is unlimited. 

As time passes, the nearby delivery may gain on the distant 
delivery and may even move to a premium over the price of the 
distant month. It is, however, rare for this to happen. If, on the 
other hand, the spreader expects the relationship to widen, he 
should sell the nearer contract and buy the more deferred. The 
profit is potentially great. Limited only by the carrying charges. 

In an inverted market, the nearby delivery sells at a premium 
to the distant delivery. The trader sells a nearby delivery and 
buys a distant delivery when anticipating a narrowing in the 
spread. Risk is unlimited. 

example: The March delivery is at a 5-cent premium to the July 
delivery. You think that the March delivery will widen its premium 
above the July, so you decide to buy the March and sell the July. If 
March advances relative to July, you will make a profit. 

You buy the March delivery at $2.16Vi on October 19, then sell it 
at $2.25V2 on December 9, realizing a profit of 9 cents per bushel. On 
these same dates, you sell July at $ 2 . 11 V 2 and cover your position at 
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$2,161/2, resulting in a 5-cent loss. Despite this 5-cent loss on your 
short position in the July delivery, your profit of 9 cents on the long 
March is more than enough to produce a net profit. Your overall 
profit on the transaction is 4 cents, less commission. 


October 19 Buy 5,000 bushels Sell 5,000 bushels July 


March com @ ... $2. 16 V 2 com @.$ 2 , 111/2 

December 9 Sell 5,000 bushels Buy 5,000 bushels July 

March com @ . .. $2.251/2 com @. . $2.161/2 

Profit +$0.09 Loss -$0.05 


Net profit is 4 cents per bushel, which is the equivalent to $200, 
less commission. 


The trader sells a nearby delivery and buys a distant delivery 
in anticipation of a narrowing in the spread difference, or even 
elimination of the premium. Profit potential is limited to the 
original spread plus the maximum carrying charge. The risk is 
unlimited because the nearby delivery, which the trader is short, 
can go to any price above the distant delivery. 

2. Intermarket spreads. This spreading operation involves the 
purchase and sale of the same commodity in the same or 
different delivery months but in two different markets: for exam¬ 
ple, the purchase of September wheat on the Kansas City 
Board of Trade and the sale of September (or any other delivery 
month) wheat on the Chicago Board of Trade. In this case, the 
trader uses the price relationships between exchanges rather 
than the price differences between months on the same ex¬ 
change. 

However, when using different exchanges, the intermarket 
spreader must consider several additional factors in analyzing 
spread possibilities. Four things to consider before engaging in 
intermarket spreads are: 

a. Transportation costs between the markets. Grain normally 
moves from west to east. In other words, wheat moves from 
the major surplus-producing areas of the West, either Kan¬ 
sas City or Minneapolis, to the deficit-producing areas of the 
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East. Consequently, the price of wheat in Chicago is usually 
higher than the price of wheat in Kansas City or Minneapo¬ 
lis because of the transportation cost. This may, of course, 
vary. 

b. Different deliverable grades. Each market tends to reflect the 
price of the type of wheat grown most abundantly in that 
particular area. The Kansas City Market is primarily a hard 
red winter wheat market, whereas Minneapolis is a spring 
wheat market and Chicago is a soft red winter wheat mar¬ 
ket. More specifically, the futures market in each area tends 
to reflect the price of grades of wheat deliverable on its 
particular exchange. For example, hard winter wheat that is 
deliverable on the Kansas City Board of Trade cannot be 
delivered on the Minneapolis Grain Exchange, which calls 
for delivery of spring wheat. Both classes of wheat—winter 
and spring—are deliverable on the CBOT. 

c. Local supply-and-demand conditions. Although wheat is pro¬ 
duced in many parts of the country, growing conditions 
may be altered within the same season by the vagaries of 
weather. While the Southwest may produce a bumper crop, 
the crop in the Midwest around Chicago may be relatively 
poor because of unfavorable weather. Similarly, the crop in 
the Northwest around Minneapolis may be good, and the 
crops in either (or both) the Southwest and the Midwest 
may be poor. 

d. Liquidity of each market. 

3. Intercommodity spreads. This spreading operation involves the 
purchase and sale of different, but related, commodities in the same 
or different markets and in the same or different delivery 
months: for example, the purchase of March corn on the CBOT 
and the sale of March oats on the CBOT. Another example is the 
purchase of March wheat on the Minneapolis Grain Exchange 
and the sale of May corn on the CBOT. 

For instance, since corn and oats are interchangeable animal 
feeds, their respective prices should reflect this relationship. 
When corn prices are higher than oat prices, the use of corn in 
livestock feeding tends to slacken, and the use of oats tends to 
increase. This shift in utilization causes the price of oats to gain 
on the price of corn, moving toward a more normal price rela¬ 
tionship. 
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example: A bushel of oats weighs 32 pounds, whereas a bushel of 
com weighs 56 pounds. Therefore, on a strictly weight basis, a 
bushel of oats should be worth approximately 57% of the value of a 
bushel of corn. However, the feeding value of oats per pound is 
about 3% better than that of corn. Consequently, the price of oats is 
normally about 60% of the price of corn on a bushel basis. Therefore, 
when the price of oats is 60 cents per bushel, the price of corn should 
be about $1 per bushel. 

4. Commodity product spreads. This type of spread involves the 
purchase of the raw material and the sale of the derived process¬ 
ed products, or vice versa; for example, the purchase of March 
soybeans on the CBOT and the sale of March soybean oil and 
March soybean meal on the CBOT; or the sale of March soy¬ 
beans and the purchase of March soybean oil and March soy¬ 
bean meal on the CBOT. 

When the value of the processed products widens or nar¬ 
rows in relationship to the raw material, it may present an 
arbitrage, or spread, opportunity. The relationship between the 
raw material and the value of the product is called gross process¬ 
ing margin. The gross processing margin is either plus (or posi¬ 
tive) if the value of the products is larger than the price of the 
raw material, or minus (or negative) if the value of the product is 
less. 

If the trader anticipates a decline in the value of the products 
relative to the price of the commodity, he will buy the raw 
material future and sell the product future. In soybeans, this is 
called a crush spread. If the trader thinks that the value of the 
products will gain relative to the commodity, he will buy the 
products and sell the commodity. This transaction is referred to 
as a reverse crush spread. 

In a crack spread, the trader buys an energy commodity, such 
as crude oil, and takes the reverse action in the product, such as 
a refinery product. The number of commodity contracts is pro¬ 
portionate to the number of product contracts. 


TRY THIS 

In an inverted market, if the trader expects the spread to narrow, she 
should buy the deferred contract and sell the near. True or False? 
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HERE'S WHY 

True. When the spread in an inverted market is expected to narrow, 
the spreader follows exactly the opposite course of a spreader in a 
normal market. 


TRY THIS 

Which of the following is an interdelivery spread? 

a. long September Kansas City wheat—short September 
Minneapolis wheat 

b. long August soybeans—short October soybean meal 

c. short September wheat—short March wheat 

d. long March GNMA—short September GNMA 

HERE'S WHY 

The correct answer is (d). "Interdelivery" spreads deal with the same 
commodity and the same exchange but with different delivery 
months. Note that while (c) has different delivery months, it involves 
two short positions, not one long and one short, which is what a 
spread is. 


TRY THIS 

A reverse crush is a product spread in which the trader is long 
soybeans and short soybean meal and oil. True or False? 

HERE'S WHY 

False. Reverse crush is a product spread in which the trader is short 
soybeans and long soybean meal and oil. An improvement in the 
gross processing margin is anticipated. 


9 

Futures 

Markets 


From its beginnings in the mid-1800s, formalized futures trading 
has grown to encompass a large family of commodities and finan¬ 
cial instruments. Today's domestic futures industry encompasses 
major U.S. exchanges that provide the setting for active trading in 
futures contracts on approximately 80 different commodities and 
financial instruments. There are new contracts being added con¬ 
stantly and some being dropped for lack of activity. In recent years, 
trading on these exchanges has exceeded 100 million contracts 
annually, with a still growing value of more than $10 trillion. 
Outside the United States, futures trading takes place in exchanges 
located in a variety of cities including London, Hong Kong, Tokyo, 
Paris, Singapore, Sydney, Sao Paulo, and Winnipeg, to mention 
the more important ones. 

Figures 9-1 through 9-5 provide some perspective on the 
growth of futures trading in recent years and on the distribution of 
this trading among the various products and exchanges. This 
information covers U.S. futures markets only. 
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FIGURE 9-1 


Volume of Futures Trading 



Source: Futures Industry Association 




FIGURE 9-2 Futures Volume Highlights—1986 Compared with 1985 


Rank 

Exchange 

1986 

Contracts % 

1985 

Contracts % 

Rank 

1 . 

Chicago Board of Trade 

81,135,634 

44.01% 

70,553,897 

44.46% 

(1) 

2. 

Chicago Mercantile Exchange 

59,831,171 

32.45% 

52,115,247 

32.84% 

(2) 

3. 

New York Mercantile Exchange 

14,644,413 

7.94% 

7,831,765 

4.94% 

(4) 

4. 

Commodity Exchange, Inc. 

14,174,698 

7.69% 

15,116,655 

9.53% 

(3) 

5. 

Coffee, Sugar & Cocoa Exchange 

5,535,081 

3.00% 

4,582,878 

2.89% 

(5) 

6. 

New York Futures Exchange 

3,182,992 

1.73% 

2,833,614 

1.79% 

(6) 

7. 

MidAmerica Commodity Exchange 

2,368,547 

1.28% 

2,485,166 

1.57% 

(7) 

8. 

Kansas City Board of Trade 

1,716,686 

0.93% 

1,959,138 

1.23% 

(8) 

9. 

New York Cotton & Citrus Exchange 

1,477,590 

0.80% 

915,547 

0.58% 

(9) 

10. 

Minneapolis Grain Exchange 

284,586 

0.15% 

300,911 

0.19% 

(10) 

11. 

Chicago Rice & Cotton Exchange 

3,098 

.00% 

1,760 

0.00% 

(11) 


TOTAL 

184,354,496 

100.00% 

158,696,578 

100.00% 



Source: Futures Industry Association 
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FIGURE 9-3 


Futures Contracts Traded by Commodity Group 


Rank 

Commodity Group 

Contracts 

Percentage 

1986 

(1) 

Interest Rate 

70,202,183 

38.08% 

(2) 

Ag Commodities 

38,276,714 

20.76% 

(3) 

Equity Indices 

26,462,813 

14.35% 

(4) 

Foreign Currency 

19,352,161 

10.50% 

(5) 

Precious Metals 

14,692,890 

7.97% 

(6) 

Petroleum Products 

12,869,624 

6.98% 

(7) 

NonPrecious Metals 

1,927,481 

1.05% 

(8) 

Other 

570,630 

0.31% 


TOTAL 

184,354,496 

100.00% 

1984 

(2) 

Interest Rate 

41,221,424 

27.60% 

(1) 

Ag Commodities 

48,860,126 

32.71% 

(4) 

Equity Indices 

18,442,464 

12.35% 

(5) 

Foreign Currency 

14,000,857 

9.37% 

(3) 

Precious Metals 

18,880,269 

12.64% 

(7) 

Petroleum Products 

4,619,533 

3.09% 

(6) 

NonPrecious Metals 

2,589,518 

1.73% 

(8) 

Other 

758,034 

0.51% 


TOTAL 

149,372,225 

100.00% 

1982 

(2) 

Interest Rate 

28,825,112 

25.64% 

(1) 

Ag Commodities 

46,310,209 

41.20% 

(5) 

Equity Indices 

4,911,121 

4.37% 

(4) 

Foreign Currency 

8,690,285 

7.73% 

(3) 

Precious Metals 

18,809,458 

16.73% 

(7) 

Petroleum Products 

1,875,414 

1.67% 

(6) 

NonPrecious Metals 

2,362,625 

2.10% 

(8) 

Other 

616,655 

0.55% 


TOTAL 

112,400,879 

100.00% 


Source: Futures Industry Association 



FIGURE 9-4 Futures Volume Highlights—1986 Compared with 1985 


Rank 

Contracts With 

Volume Over 

100,000 

1986 

Contracts 

% 

1985 

Contracts 

% 

Rank 

1 . 

T-Bonds, CBT 

52,598,811 

28.53% 

40,440,357 

25.49% 

0) 

2 . 

S&P500 Index, CME 

19,505,273 

10.50% 

15,055,955 

9.49% 

( 2 ) 

3. 

Eurodollar, CME 

10,024,914 

5.87% 

8,900,528 

5.61% 

0) 

4. 

Gold, COMEX 

0,400,175 

4.56% 

7,773,834 

4.90% 

(4) 

5. 

Crude Oil, NYMEX 

8,313,529 

4.51% 

3,980,067 

2.51% 

(ID 

6 . 

Deutsche Mark, CME 

6,582,145 

3.57% 

6,449,384 

4.06% 

( 6 ) 

7. 

Com, CBT 

6,160,298 

3.34% 

6,392,012 

4.03% 

(7) 

8 . 

Soybeans, CBT 

6,133,668 

3.33% 

7,392,120 

4.66% 

(5) 

9. 

Swiss Franc, CME 

4,998,430 

2.71% 

4,758,159 

3.00% 

(9) 

10 . 

Live Cattle, CME 

4,690,538 

2.54% 

4,437,327 

2.80% 

( 10 ) 

11 . 

T-Notes ( 6 V 2 -IO yr), CBT 

4,426,476 

2.40% 

2,860,432 

1.80% 

(15) 

12 . 

Japanese Yen, CME 

3,969,777 

2.15% 

2,415,094 

1.52% 

(19) 

13. 

Silver (5,000 02 ), COMEX 

3,849,687 

2.09% 

4,821,206 

3.04% 

(B) 

14. 

Sugar #11, CSC 

3,583,814 

1.94% 

3,012,929 

1.90% 

(14) 

15. 

No. 2 Healing Oil, NY. NYMEX 

3,275,044 

1.78% 

2,207,733 

1.39% 

( 21 ) 

16. 

Soybean Oil, CBT 

3,102,963 

1.73% 

3,647,408 

2.30% 

( 12 ) 

17. 

NYSE Composite Index, NYFE 

3,123,668 

1.69% 

2,833,614 

1.79% 

(16) 

18. 

Soybean Meal, CBT 

3,049,005 

1.65% 

3,339,268 

2 . 10 % 

(13) 

19. 

British Pound, CME 

2,701,330 

1.47% 

2,799,024 

1.76% 

(17) 

20 . 

Wheat, CBT 

2,090,316 

1.13% 

2,127,962 

1.34% 

(22) 

21 . 

Live Hogs, CME 

1,936,864 

1.05% 

1,719,861 

1.08% 

(24) 

22. 

Copper, COMEX 

1,872,209 

1 . 02 % 

2,444,552 

1.54% 

(18) 

23. 

T-Bills (90-day), CME 

1,815,162 

0.98% 

2,413,330 

1.52% 

(20) 

24. 

MMI Maxi, CBT 

1,738,916 

0.94% 

422,091 

027% 

(39) 

25. 

Platinum, NYMEX 

1,624,635 

0.88% 

693,256 

0.44% 

(31) 

26. 

Pork Bellies (frozen), CME 

1,100,339 

0.60% 

1,457,386 

0.92% 

(25) 

27. 

Coflee ’C". CSC 

1,073,142 

0.58% 

650,760 

0.41% 

(33) 



Rank 

Contracts With 

Volume Over 

100,000 

1986 

Contracts % 

1985 

Contracts 

% 

Rank 

28. 

Cotton #2, NYCE 

1,015,392 

0.55% 

636,492 

0.40% 

(34) 

29. 

Value Line Index, KCBOT 

953,985 

0.52% 

1,204,659 

0.76% 

(26) 

30. 

Municipal Bond Index, CBT 

906,980 

0.49% 

334.691 

0.21% 

(41) 

31. 

Leaded Reg. Gasoline, NY, NYMEX 

829,733 

0.45% 

667,172 

0.42% 

(32) 

32. 

Cocoa, CSC 

777,765 

0.42% 

800,573 

0.50% 

(29) 

33. 

Wheat, KCBOT 

744,023 

0.40% 

735,447 

0.46% 

(30) 

34. 

Canadian Dollar, CME 

734,071 

0.40% 

468,996 

0.30% 

(36) 

35. 

Soybeans, Ml DAM 

680,156 

0.37% 

843,231 

0.53% 

(28) 

36. 

Silver (1,000 oz), CBT 

511,239 

0.28% 

1,034,830 

0.65% 

(27) 

37. 

Lumber, CME 

502,530 

0.27% 

581,548 

0.37% 

(35) 

38. 

T-Bonds, MIDAM 

467,639 

0.25% 

297,033 

0.19% 

(43) 

39. 

Unleaded Gasoline, NY, NYMEX 

439,352 

0.24% 

132,611 

0.08% 

(48) 

40. 

Feeder Cattle, CME 

411,441 

0.22% 

455,881 

0.29% 

(38) 

41. 

Com. MIDAM 

406.694 

0.22% 

456,661 

0.29% 

(37) 

42. 

Wheat, MIDAM 

344,749 

0.19% 

347,355 

0.22% 

(40) 

43. 

Wheat, MGE 

283,900 

0.15% 

297,509 

0.19% 

(42) 

44. 

Orange Juice (frozen, cone.), NYCE 

211,543 

0.11% 

190,758 

0.12% 

(44) 

45. 

Dollar Index, NYCE 

166,494 

0.09% 




46. 

Palladium. NYMEX 

145,562 

0.08% 

133,223 

0.08% 

(47) 

47. 

Oats, CBT 

140,952 

0.08% 




48. 

Gold (Kilo), CBT 

124,546 

0.07% 

168,527 

0.11% 

(45) 

49. 

Swiss Franc, MIDAM 

102,019 

0.06% 

110,047 

0.07% 

(49) 


Contracts with Volume Over 100,000 Contracts' 



2,201,971 

1.38% 



Contracts with Volume Under 100,000 Contracts 

832.603 

0.45% 

1.142.090 

0.72% 



TOTAL 

184,354,496 

100.00% 

158,696,578 

100.00% 



'Contracts over 100,000 traded in 1985 but not over 100,000 in 1986. 
Source: Futures Industry Association 
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FIGURE 9-5 Commodity Futures Contracts Traded 1982-1986, by Exchange 



Contract 

Unit 

1986 

1985 

1984 

1983 

1982 

Wheat 

5,000 bu 

2,090,316 

2,127,962 

2,974,886 

3,886,914 

4,031.584 

Com 

5,000 bu 

6.160,290 

6,392,812 

9,108,526 

11,924,576 

7.948.257 

Oats 

5,000 bu 

140,952 

99,024 

155.110 

359,825 

424.595 

Soybeans 

5,000 bu 

6.133,660 

7,392,128 

11,362,691 

13,680,324 

9,165,520 

Soybean Oil 

60,000 lb 

3.182,963 

3,647,408 

4,009,548 

3.858,558 

3,049,313 

Soybean Meal 

100 tons 

3,049,005 

3,339.268 

3,822,179 

3,872,453 

2,784,423 

Plywood 

76,032 sq. It. 



4,466 

50,424 

100,001 

Silver 

5,000 oz 




21,470 

77,682 

Silver 

1,000 oz 

511,239 

1,034,830 

1,887,257 

2,643,166 

775,136 

Gold 

100 oz 




4,133 

19,515 

Gold 

Kilo 

124,546 

168,527 

302,717 

302,745 


GNMAMrtges.CDR 

$100,000 

24,070 

64,396 

862.450 

1,692,017 

2,055.648 

GNMA II 

$100,000 



37.615 



Cash Settle GNMA 

$100,000 

7,351 





T-Bonds 

$100,000 

52,598,811 

40.448,357 

29,963,280 

19,550,535 

16,739,695 

T-Notes (2-year) 

$100,000 




562 


T-Notes (6’/2-10 yr) 

$100,000 

4,426.476 

2,860,432 

1,661,862 

814,505 

881,325 

Domestic CD (90-day) 

$1,000,000 





145.360 

Unleaded Reg. Gasoline 

1,000 bbl 




51,573 

8,736 

Crude Oil 

1,000 bbl 



628 

94.591 


Heating Oil 

1.000 bbl 




3,152 


Municipal Bond Index 

$1,000 x Index 

906,980 

334,691 




Major Market Index 

$100 x Index 

36,292 

2,062,083 

1,514,737 



MMI Maxi 

$250 x Index 

1,738,916 

422,091 




NASDAQ-IOC 

$250 X Index 

3,743 

139,888 




Chicago Board ol Trade 


01,135,634 

70.553,897 

67.667,952 

62,811,523 

48.206.790 


Currency Futures 

The Foreign Exchange Market 

The foreign exchange (FX) market is a vast global activity encom¬ 
passing all transactions in which the currency of one country is 
exchanged for that of another. An American tourist exchanging 
dollar bills for local currency at a hotel or a store is a small partici¬ 
pant in a market whose players include exporters and importers, 
multinational corporations, central banks, and all financial and 
nonfinancial institutions that, in the course of their activities, re¬ 
ceive or disburse a variety of currencies. Each day more than $300 
billion flow between the major bank and nonbank dealers of 
Europe, the Far East, and the United States. 

Historically, most foreign exchange transactions were trade- 
related. For example, if a Swiss exporter sells a machine to an 
American buyer, the American's dollars must be changed into 
Swiss francs, because this is the currency sought by the supplier of 
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FIGURE 9-5 (continued) 



Contract 

Unit 

wee 

1985 

1984 

1983 

1982 

Fresh Eggs 

22,500 dz 





10 

Potatoes 

80.000 b 





9 

Live Hogs 

30.000# 

1,936,664 

1,719,661 

2,169,030 

2,790,746 

3,560,974 

Porit Bellies. Frozen 

38.000 b 

1,100,339 

1,457,386 

1,906.045 

2,403,277 

2,811,674 

Live Cattle 

40.000# 

4,690.538 

4.437.327 

3,553.270 

4,248.152 

4,440,992 

Feeder Canle 

42,000 b 

411.441 

455,861 

316,965 

537.173 

603,769 

Brolers 

30.000 b 





2.110 

Lurtber 

130.000 Pd. ft. 

602,530 

581,548 

753,568 

731.003 

516.619 

Plywood 

152,064 sq. It. 





35 

Gold 

100 02 


7 

8,841 

994,132 

1.533,466 

Leaded Regular Gas 

1,000 barrels 



4,045 



No. 2 Fuel 06 

1,000 barrels 



4,601 



T-Bills (90-day) 

*1,000,000 

1,015,162 

2,413,338 

3,292.817 

3,789,064 

6.598.846 

Domestic CD (90-day) 

$1,000,000 

3.062 

84.106 

928,662 

1,079,580 

1,556,327 

EurodoSar (3-month) 

$1,000,000 

10,824.914 

8.900,526 

4,192,952 

891,066 

323,619 

European Currency Unt 

125.000 

43,826 





British Pound 

25.000 

2,701,330 

2.799,024 

1,444.492 

1.614,993 

1,321,701 

Canadian Dollar 

100.000 

734.071 

468.996 

345,875 

558,741 

1,078,467 

Deutsche Mar* 

125.000 

6.562,145 

6,449,364 

5.508.308 

2.423,508 

1.792,901 

Japanese Yen 

12.S00.000 

3,969,777 

2.415.094 

2.334.764 

3.442.262 

1,762246 

Mexican Peso 

1.000.000 


12,737 

15.364 

40.306 

65.036 

Swiss Franc 

125.000 

4,998,430 

4,758,159 

4,129.881 

3,766,130 

2.653,332 

Dutch Guilder 

125,000 




162 

126 

U.S. Silver Coins 

$5,000 





1 

French Franc 

250.000 

2,665 

9.335 

6.388 

26.348 

16,474 

SAP 500 Index 

$500 > Index 

19.505.273 

15,055.955 

12.363.592 

6.101.697 

2,935.532 

SAP 100 Index 

*200 x Index 

3,514 

1.662 

166,202 

390,902 


SAP OTC 250 

*500 x Index 

5.270 

94,919 




Chicago Mercantile Ex. 


59,831,171 

52,115.247 

43.449.682 

37.830.044 

33.574286 


the machine. Traditionally, therefore, the growth of foreign ex¬ 
change activity was tied to the growth of international trade. 

Major participants in this exchange include commercial and 
investment banks, central banks, the trade sector, and the capital 
sector. 

The commercial and investment banks are equipped to buy or 
to sell foreign currencies for their commercial customers and cor¬ 
respondent banks, as well as for the international banking activi¬ 
ties of their own institutions. They also trade foreign exchange as a 
profit-making activity. The activities of these major dealers help 
even out the temporary excesses of supply and demand that inevi¬ 
tably emerge from thousands upon thousands of individual trans¬ 
actions each day. 

Central bank operations encompass government transactions, 
transactions with other central banks and various international 
organizations, and intervention that is intended to influence ex¬ 
change rates. The latter is one of the most important factors in 
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FIGURE 9-5 (continued) 



Contract 







Unit 

1986 

1985 

1984 

1983 

1982 

Rice, Milted 

120,000 lb 




275 

5,262 

Rice, Rough Old 

200,000 lb 


9 

2,978 

11,964 

11,253 

Rice, Rough New 


3,095 





Cotton 

50,000 b 




1,004 

8,388 

Cotton Short Staple 

50,000 b 

3 

1.751 




Soybeans 

5,000 bu 




197 

1.998 

Com 

5,000 bu 




102 

971 

Chic. Rice 8 Cotton Ex. 


3,098 

1,760 

2,978 

13,542 

27,872 

Coffee -C' 

37,500 b 

1,073.142 

650,768 

499,133 

427.441 

556,435 

Sugar#11 

112,000 lb 

3,583,814 

3,012,929 

2,449,549 

3.201,968 

2,037,020 

Sugar#12 

112,000 lb 

19,058 

99,851 

109,448 

84,120 

51,093 

Sugar#14 

112,000 lb 

72,526 

17,433 




Cocoa 

10 M tons 

777,765 

800,573 

1,127,752 

1,162,540 

607,964 

CPI-W 

$1,000 x Index 

8,776 

1,324 




Coffee, Sugars Cocoa 


5,535,081 

4,582,878 

4,185,882 

4,876,069 

3,252,512 

Copper 

25,000 b 

1,872,209 

2,444,552 

2,506,365 

3,186,914 

2,362,625 

Silver 

5,000 OZ 

3,849,687 

4,821,206 

6,742,508 

6,432,982 

2,868,639 

Gold 

100 OZ 

8,400,175 

7,773,834 

9,115.504 

10,382,805 

12,289,448 

Aluminum 

40.000 b 

52,627 

77,063 

82.661 

11.896 


Commodity Exchange 


14.174.698 

15.116.655 

18,447,038 

20,014,597 

17.520.712 

Wheat (5,000 bu) 

5,000 bu 

744,023 

735,447 

956,668 

942,971 

964,815 

Value Line Index 

$500 x Index 

953,985 

1,204,659 

910,956 

724,979 

528,743 

Mini Value Line 

$100 x Index 

18,678 

19,032 

30,179 

25,092 


Kansas City Bd. of Trd. 


1,716,686 

1,959,138 

1,897.803 

1,693,042 

1,493,558 


determining both short-term and, arguably, long-term currency 
exchange rates. 

Transactions made by the trade sector are, usually, made in 
connection with the purchase or sale of a product, service, or 
financial asset across country lines. 

The capital sector includes investors and speculators. These 
transactions differ from those of the trade sector in one major way: 
They relate to investment rather than to the purchase or sale of a 
product or service. 


Fundamentals of Price Determinants 

Since money is the most important commodity, exchange rates 
between the currencies of different countries are determined by 
the interaction of supply and demand. Increase the supply of a 
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FIGURE 9-5 (continued) 



Contract 

Unit 

1988 

1685 

1984 

1983 

1982 

Wheat 

1,000 bu 

344,749 

347,355 

404,508 

334.413 

243,640 

Com 

1,000 bu 

406,694 

456,661 

604,992 

629.678 

274,324 

Oats 

1,000 bu 

2,169 

1,746 

7,067 

11,797 

12,981 

Soybeans 

1.000 bu 

660,156 

843.231 

1,301,916 

1.171.294 

527.411 

Soybean Meal Old 

20 tons 

3.231 

10,961 




Soybean Meal New 


2.256 





UveCaitte 

20.000 # 

58,752 

64,510 

81,112 

80.349 

107,329 

Uve Hogs 

15.000# 

80,618 

74,388 

112.877 

108,069 

175,624 

Refined Sugar 

40000 b 



24 

3,306 

24,000 

Stvsr 

1,000 oz 

649 

4,510 

19,497 

96,611 

125,409 

New YorK Sltver 

1,000 OI 

9.342 

57,886 

12,611 

30,833 

3,810 

Gold 

330 0Z 

0 

75 

41,690 

349.044 

383,499 

NewYorttGoU 

330 OZ 

21,111 

31,467 

19,285 



Platinum 

25 OZ 

5.944 

1,368 

213 



Copper 

12000 b 

892 

4,043 

492 



Copper High Grade 


1,753 





T-Bonds 

$50,000 

467,639 

297,033 

251,300 

267,259 

419,277 

T-Bilta 

$500,000 

34,690 

36,904 

X.466 

37,755 

100.417 

Britten Pound 

12,500 

17,270 

21,239 

8,901 

884 


Swiss Franc 

62,500 

102.019 

110.047 

99.385 

19.632 


Deutsche Mar* 

62.500 

74,662 

85,439 

67.507 

6.607 


Japanese Yen 

6.250,000 

47,601 

32,912 

34,677 

10.835 


Canadian Dollar 

$50,000 

6,150 

3,370 

3,315 

171 


MidAmenca Commodity Ex. 

2.368.547 

2,485,166 

3,101.855 

3.166.537 

2,397,721 

Wheal 

White Wheat 

Sunflower Seeds 

5,000 bu 

5,000 bu 

100.000 bu 

283.900 

686 

297,509 

3.402 

338.487 

2.245 

379.603 

4 

346,228 

38 

Minneapolis Gram Ex. 


284.566 

300,911 

340,732 

379,607 

346.264 


currency, and its price will drop; decrease the supply, and its price 
will rise. Here, we will discuss the major factors that determine the 
supply and demand of currencies in the foreign exchange market. 


Balance of Payments 

Basic to a country's exchange rate are all the commercial and 
financial transactions between it, its people, and the rest of the 
world. The sum of these transactions is the country's balance of 
payments. These transactions include such things as exports and 
imports of goods and services, foreign investments, and foreign 
aid transactions. 

A country's balance of payments includes all payments made 
to or received from other countries. Another term, balance of trade, 
refers to just the purchases and sales of goods and services be¬ 
tween individuals and businesses in different countries—imports 
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FIGURE 9-5 (continued) 



Contract 

Unit 

1386 

1985 

1984 

1983 

1982 

Cotlon #2 

50,000 b 

1.015,392 

636.492 

1,137,141 

1,550,117 

1,255,792 

Orange Juice (frozen, cone.) 

15,000 b 

211,543 

190.758 

317,364 

124,267 

207,070 

Propane 

100,000 gal 

11,966 

13,724 

22.005 

28,721 

16,919 

European Currency Unit 

100,000 

72,195 





Dollar Index 

$500 x Index 

166,494 

74,573 




NY Cotton & Citrus 


1,477,590 

915,547 

1.476.510 

1,703,105 

1,479.781 

T-Bonds 

$100,000 




18 

4,464 

Domestic CD (90-day) 

$1,000,000 





132 

NYSE Composite Index 

$500 x Index 

3.123,668 

2,833.614 

3.456.798 

3,506,439 

1,432,913 

NYSE Financial Index 

$1,000 x Index 




3,828 

13,933 

Cmdty Rsrch Bureau Index 

$500 x Index 

59,324 





New York Futures Ex. 


3.182.992 

2,833,614 

3.456.798 

3,510,285 

1.451.442 

Palladium 

100 oz 

145,562 

133,223 

159,019 

241,224 

63,829 

Platinum 

50 oz 

1.624,635 

693,256 

571,127 

1,053,282 

669.024 

Imported Lean Beef 

36,000 b 





7 

Potatoes 

50,000 b 




17,115 

67,322 

Potatoes (Cash Settlement) 

100,000 lb 

16,558 

16,903 

26,595 

16,650 


No. 2 Heating Oil, NY 

1,000 bbl 

3,275,044 

2,207,733 

2.091.546 

1,868,322 

1.745.526 

No. 2 Heating Oil, Gulf 

1,000 bbl 





74 

Leaded Reg. Gasoline. NY 

1,000 bbl 

829,733 

667,172 

653,630 

406,843 

104,082 

Leaded Reg. Gasoline, Gulf 

1,000 bbl 





77 

Unleaded Gasoline, NY 

1,000 bbl 

439.352 

132.611 

2.736 



Crude Oil 

1,000 bbl 

8,313.529 

3,980,867 

1,840,342 

323,153 


New Yor1< Mercantile Ex. 


14.644,413 

7,831,765 

5,344,995 

3,926,589 

2,649.941 

Total Futures 


184,354.496 

158.696,578 

149,372.225 

139.924,940 

112.400,879 

Percent Change 


16.17% 

6.24% 

6.75% 

24.49% 



Source: Futures Industry Association 


and exports. Also included in the balance of trade are agricultural 
commodities, computers, and tourist spending. 

The main determinants of balance of payments include: 

1. Economic conditions. This refers primarily to income in the pri¬ 
vate sector. Individuals and businesses with money to spend 
are a source of demand for foreign products and foreign invest¬ 
ment. This demand creates a flow of money out of the country 
and can weaken the currency by stimulating demand for other 
currencies. This weakening influence is often offset by incom¬ 
ing investment flows that are attracted by the strong economy. 

2. Prices and inflation. A nation's price level is an important deter¬ 
minant of its export/import balance. Countries whose products 
and services are highly priced will export less of them than will 
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countries with similar products and services that are priced 
lower. Also, the country that has higher prices will be a good 
market for less expensive foreign imports. The more that im¬ 
ports exceed exports, the weaker a country's currency becomes, 
because there is less foreign demand for its currency to pay for 
the products that it exports. 

3. Interest rates. These are an equally important element in balance 
of payments swings. If a country's interest rates are high, for¬ 
eigners will be more inclined to invest money there than if 
interest rates are low. This results in an inflow of capital and has 
a positive effect on balance of payments and on that country's 
currency. Eventually—provided the economy is otherwise in 
balance—the inflow of funds tends to bring down interest rates 
and stems foreign-driven investment. 


TRY THIS 

The balance of payments is a country's economic condition plus 
prices and inflation. True or False? 

HERE'S WHY 

False. The balance of payments is the sum of a country's commercial 
and financial transactions with the rest of the world. These transac¬ 
tions include exports, imports, foreign investments, foreign aid 
transactions, and tourist spending. 


Government and Central Bank Influence 

Government influence on foreign exchange can be significant. 
Fiscal and monetary policy shape the course of interest rates. Trade 
policies—including treaties, quotas, tariffs, and embargoes—can 
produce important changes in the export/import balance. 

A government's attitude toward the value of its own currency 
is also very important. A central bank, sometimes acting in concert 
with other central banks, will often buy or sell large amounts of its 
own currency on foreign exchange markets in an attempt to raise 
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or to lower the currency's value. This type of intervention can have 
both short-run and long-run effects on currency relationships. 


Seasonal Factors 

Exchange rates are also influenced by seasonal considerations. 
Demand for a country's currency will be high during a season of 
heavy exports, as foreigners need the currency to pay for goods. 
Likewise, periods of peak imports are negative for a country's 
exchange rate. Countries that have important tourist industries 
often have weather-related currency flows. 


Spot and Forward Price Relationships 

There are two types of foreign exchange transactions, spot and 
forward. Spot transactions are used to meet immediate demand 
and are for two-day settlement among major banks. They include 
everything from tourist purchases of currency to the purchase of a 
foreign currency by a multinational corporation to pay for im¬ 
ported machinery. 

Forward transactions are for deferred delivery. Most banks 
that deal in foreign exchange will enter into a contract with an 
established customer to buy or sell almost any amount of a curren¬ 
cy at any date in the future that suits the customer. This forward 
market is a part of the interbank market, which also includes spot 
transactions among banks and their large customers. Forward 
transactions in the exchange market are similar to those of most 
physical commodities. They are tailor-made transactions that call 
for the delivery of a specific amount of a currency, at a specific 
exchange rate on a specific date or range of dates. 


Foreign Currency Futures Market 

Trading in currency futures at the International Monetary Market 
(IMM) of the Chicago Mercantile Exchange began in May 1972. It 
was developed as a supplement to the established forward market 
in much the same way that grain futures developed as a supple¬ 
ment to their forward markets. Other exchanges have since 
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attempted to develop currency futures contracts, but as of mid- 
1987 only the IMM and the New York Cotton Exchange contracts 
had trading activity, with the IMM contracts accounting for more 
than 90% of the total volume. 


Interest Rate Futures 

Since the introduction of GNMA futures on the Chicago Board of 
Trade in 1975, the role of interest rate futures in speculation, 
hedging, and portfolio management has expanded a great deal. 
The rapid growth in the volume of these markets stemmed from 
the increased risk and opportunity that greater interest rate volatil¬ 
ity created for both borrowers and lenders since the early 1970s. 
The significant profit opportunities that are available to speculators 
played an equally important role in the expansion of these mar¬ 
kets. 


Factors Influencing Interest Rates 

Interest is the price paid for the use of money or credit. And like 
any price, it is fundamentally determined by the supply-and- 
demand forces at work in its marketplace. Many factors such as 
fiscal and monetary policy determine the level of interest rates. 

It is important to keep in mind that there are many different 
interest rates. Each reflects the risk and maturity of a type of loan. 
Our discussion involves those factors that influence the "general" 
level of interest rates. 


Business Conditions 

The most significant demand for private sector credit comes from 
businesses. When the economy is expanding, demand for funds 
tends to be strong because businesses expect to make enough 
return on their borrowings to more than offset the payment of 
principal and interest. Conversely, a contracting economy restricts 
business activity and restricts the demand for credit. 

To track business conditions, users of financial futures markets 
carefully watch various areas of economic activity including inven- 
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tones, construction, unemployment, capacity utilization, and re¬ 
tail sales, among others. 

Another important source of private sector demand is indi¬ 
vidual households. Department store credit sales, credit card us¬ 
age, automobile loans, and mortgages are just a few examples of 
the types of borrowing made by households. 


Fiscal Policy 

The fiscal policies of both the federal and local governments can 
have an extremely important effect on interest rates. When ex¬ 
penses exceed revenues, the government must finance the debt by 
borrowing in the open market. This exerts upward pressure on 
rates. Economic policies designed to stimulate growth tend to 
stimulate the demand for loans from both individuals and 
businesses. Likewise, tax policies that encourage investment can 
have a bolstering effect on interest rates. Some important compo¬ 
nents of fiscal policy are military spending, interest rates, public 
works, entitlement programs, and tax rates. 


Monetary Policy 

In recent years U.S. monetary policy, as implemented by the 
Federal Reserve Board (the Fed), has been one of the most impor¬ 
tant factors influencing interest rates. The Fed uses three main 
tools to achieve its broad objective of maintaining a healthy eco¬ 
nomy through its management of the nation's money supply. 

1. Open market operations involve the purchase and sale (on the 
open market) of Treasury bills, notes, bonds, and other obliga¬ 
tions. Fed purchases tend to raise bank reserves, while sales 
tend to lower them. 

2. Regulation of member bank discount rates. The discount rate is 
the amount the Fed charges its member banks for short-term 
loans. Increases in this discount rate tend to bolster short-term 
rates, while decreases have the opposite effect. 

3. Member bank reserve requirements. Changes in member bank 
reserve requirements are a less frequently used method of in¬ 
ducing changes in interest rates. Every member bank of the 



Futures Markets 


203 


Federal Reserve is required to keep a certain percentage of its 
deposits in reserve. When the Fed reduces this requirement, 
added funds are made available for loans—and interest rates 
tend to decrease. Increases in reserve requirements tend to 
cause rates to rise because fewer funds are available for loans. 


Money Supply 

Of the Fed statistics that are watched by traders, the money supply 
is by far the most widely followed. As of mid-1987, money supply 
was defined three ways: Ml is the narrowest definition, consisting 
of currency that is held by the public, travelers' checks, and de¬ 
posits at banks and other depository institutions. Bank deposits 
include demand deposits and other checkable deposits. M2 and 
M3, the more broadly defined aggregates, include Ml and such 
other assets as savings deposits, time deposits, and shares in 
money market mutual funds. 

In theory, it would seem that an increase in the money supply 
would tend to push interest rates lower because more money is 
available to borrowers. Higher rates might be expected to follow 
reductions in the money supply as credit availability tightens. 
However, the actual relationship between interest rates and 
changes in the money supply can be both complex and unpredict¬ 
able. A rapid increase in money supply, for instance, may be 
regarded as inflationary and therefore lead to higher interest rates. 
Lenders, fearing a devaluation of the money they lend, demand a 
higher interest rate. Interest rates are sensitive both to the supply 
of money itself and to the effect that any changes in the money 
supply might have on inflation. 


Interest Rate Markets 

The heart of activity for short-term interest rate instruments is a 
broad, vaguely defined trading arena known as the money market. 
The term generally refers to the market for short-term credit instru¬ 
ments such as Treasury bills, commercial paper, bankers' accep¬ 
tances, certificates of deposit, and Federal funds. 

It is characteristic of business and financial institutions that 
their cash receipts and disbursements are not usually balanced. For 
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instance, a business may find that on some days its cash holdings 
accumulate because receipts have exceeded expenditures. At other 
times the same business may be short of cash because expenses 
have outpaced income. Most businesses prefer to maintain some 
cash reserve so that both normal and “unusual" expenses can be 
satisfied with minimal dependence on current cash inflow. Finan¬ 
cial institutions, such as commercial banks, also must maintain 
cash reserves so as to comply with legal reserve requirements. To 
minimize the cost of these cash reserves, business and financial 
organizations invest the cash in highly liquid, virtually riskless 
short-term instruments. During periods of excess cash, they buy 
these instruments. When in need of cash, they sell them. The 
money market and the instruments that comprise it exist to meet 
the alternating cash requirements of these enterprises. 

The term capital market is used to describe the arena for raising 
long-term capital. The capital market differs from the money mar¬ 
ket primarily in the maturity of the instruments. A second distin¬ 
guishing feature is that the capital markets include both debt and 
equity instruments, but the money markets deal in only debt 
securities. The money market is designed for short-term financing 
while the capital market finances long term. Because of these long¬ 
er maturities, securities in the capital market usually have greater 
risk than do money market instruments. 

An important instrument of the money market is the repur¬ 
chase agreement (repo). Repos are used both privately and by the 
Fed when it seeks to steer the Federal Funds rate. Basically, a repo 
is the sale of a security (usually a government security) by a dealer 
or the Fed, to a buyer, with the agreement that the dealer will 
repurchase the security at a stated time at a higher price. The 
difference between the purchase and sale price provides the holder 
with a previously agreed-upon rate of return. When we hear that 
“the Fed is doing repos," this means that the Fed is lending money 
and increasing bank reserves. Reverse repos by the Fed entail the 
borrowing of funds, that is, the absorbing of reserves. 


TRY THIS 

"The Fed is doing repos" means the Fed is: 

a. decreasing bank reserves 

b. borrowing money 
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c. lending money and increasing bank reserves 

d. buying securities 

HERE'S WHY 

The correct answer is (c). This expression means that the Fed is 
lending money and increasing bank reserves. Reverse repos by the 
Fed entail the borrowing of funds. 


TABLE 9-1 


Money Market Instruments 
(Short Term) 

Capital Market Instruments 
(Long Term) 

Treasury Bills (T Bills) 

GNMAs 

T-Bill Futures Contract 

GNMA Futures 

Commercial Paper 

Treasury Notes 

Commercial Paper Futures 

Treasury Note Futures 

Certificates of Deposit (CDs) 

Treasury Bonds 

CD Futures 

Treasury Bond Futures 

Eurodollars 

Municipal Bonds 

Eurodollar Futures 

Municipal Bond Futures 


Price Relationships and Interest Rates 

Now that we have examined the instruments that make up the 
financial futures markets, we will very briefly discuss how the 
prices of these instruments relate to one another and their under¬ 
lying cash article. The first important step in this process is an 
understanding of something called the yield curve. 


The Yield Curve 

In the normal yield curve, yields increase as the maturity is ex¬ 
tended. This is because the longer-term maturity is subject to more 
uncertainty from inflation and security factors. Also the longer- 
term securities command higher yields because price volatility 
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tends to increase with longer maturities. Therefore, less risk is 
associated with short-term maturities, and the returns are less. 

The normal yield curve also tends to flatten at extended maturi¬ 
ties. This is because liquidity preference is a more significant issue 
for nearby maturities than for distant maturities. Differences be¬ 
tween 20 years and 30 years forward are much more difficult to 
project than between 2 and 3 months forward. 


Implied Forward Yields 

To understand the nature of interest rate futures prices, it is neces¬ 
sary to look at this concept. The implied forward yield is what interest 
rates are expected to be for a specified period in the future. 

To understand implied forward yield, you should understand 
the yield curve. The yield curve is a graphical representation of the 
rates that are associated with instruments of different maturities at 
a given time. Figure 9-6 is a hypothetical plot of the yields on 
United States Treasury securities that range from 90 to 360 days 
maturity. 

Another example might depict the yields on government notes 
and bonds out to the year 2000. In any case, the curve is the net 
result of all the buying and selling that has taken place. It repre¬ 
sents the willingness of investors to hold securities of varying 
maturities. 

The yield curve has two characteristics of particular impor¬ 
tance: 

• Yields increase with maturity. 

• The rate of increase tends to be steepest between the early matu¬ 
rities and flatter between the later ones. 

This is the way yield curves are shaped under normal circum¬ 
stances. It is therefore known as a normal yield curve. 

The normal yield curve takes its shape largely because of a 
concept known as liquidity preference. The liquidity preference 
theory argues that shorter-term securities have relatively greater 
value (lower yields) because they entail less risk. This is true 
because longer maturity instruments have greater uncertainty 
associated with them. As an extreme example, take the case of a 
20-year Treasury bond versus a 90-day Treasury bill. The bond is 
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FIGURE 9-6 


Normal Yield Curve 



subject to greater risks from such factors as inflation or even de¬ 
fault than the shorter-term bill. Investors, therefore, will normally 
require higher yields to compensate for the higher risks that are 
attendant to owning long-term securities. Another reason that 
longer-term securities command higher yields is that price volatil¬ 
ity tends to increase with term to maturity. An example will help 
illustrate this point: A1% increase in the annual yield of a one-year 
security that has a face value of $1 million would result in a $10,000 
decline in the value of the security. The same 1% increase in the 
yield of a two-year security would produce a decline in value of 
about $20,000. This is true because yields are expressed on an 
annual basis. Thus, the $10,000 price decline equates to a 1% 
increase in yield for the one-year instrument. But for the two-year 
instrument, a $20,000 decline ($10,000 in each of two years) is 
necessary to achieve a 1% annual change in yield. For these 
reasons, the normal yield curve shows rates that increase with 
maturities. 

The normal yield curve also tends to become flatter at the 
extended maturities. This phenomenon occurs because liquidity 
preference is a more significant issue for two nearby maturities 
than for two distant ones. The risks that are associated with own- 
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FIGURE 9-7 


ing a two-year versus a one-year security are fairly significant. 
However, the risk difference between a 30-year instrument and a 
29-year one is difficult to imagine. Therefore, investors will ordi¬ 
narily require a much greater yield premium for the two-year over 
the one-year instrument than they will for the 30-year over the 
29-year instrument. 

At times when short-term funds are unusually tight, short¬ 
term interest rates can be higher than long-term interest rates. This 
situation is reflected in an inverted yield curve, which is depicted in 
Figure 9-7. This situation tends to be less common than the normal 
yield relationship for the reasons described previously. 

The upward slope of the normal yield curve tells us quite 
clearly that rates increase with maturity. It also reveals something 
about interest rate expectations. To illustrate, assume that the yield 
of a one-year instrument is 8% and that of a two-year instrument is 
9%. What does this imply about the market's expectation of in¬ 
terest rates during the second year? In other words, interest rates 
are 8% for year one and 9% for years one and two together. Does 
this reveal anything about expected rates during year two? Indeed 


Inverted Yield Curve 



Days to Maturity 
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it does. It tells us that rates during year two are expected to be 
about 10% because 8 % in year one and 10% in year two average out 
to 9% for years one and two together. This derivation of the 
expected interest rate for a future time period from the rates on two 
existing instruments is known as the implied forward rate. 


Spreads 

To spread interest rate futures, a trader looks at the yield curve of 
the underlying security and compares it to the yield curve of the 
futures, which should be equal to the implied forward rates. 

The principles to remember are: (1) When the yield curve is 
normal and the trader expects it to flatten, he sells the nearby and 
buys deferred maturities (bull spread); (2) should a trader expect a 
steepening of the curve, he would do the opposite—buy the near¬ 
by and sell the deferred (bear spread). 


Hedging 

Many financial institutions and other businesses attempt to protect 
themselves from interest rate volatility by hedging with interest 
rate futures. 


TRY THIS 

If the yield curve is normal, a bullish spreader expects: 

I. Long-term rates to decline more than short-term rates 

II. Short-term rates to decline more than long-term rates 

III. Treasury note prices to rise faster than Treasury bond prices 

IV. Treasury note prices to fall faster than Treasury bond prices 

a. I only 

b. Ill only 

c. I and IV only 

d. II and IV only 
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HERE'S WHY 

The correct answer is (a). A bullish bond trader wants rates to decline 
so that prices may rise. Because long rates tend to move faster than 
short rates, long bonds should move up faster than shorter notes, 
causing the spread to widen. 


TRY THIS 

The monetary policies of both federal and local governments influ¬ 
ence interest rates. True or False? 


HERE'S WHY 

False. Fiscal policies, the spending policies of both the federal and local 
governments can have an extremely important effect on interest 
rates. 


Commodities 

Agricultural 


The element that distinguishes crops from other commodities is 
that they are produced (harvested) during a brief period of the 
season and their supply must last until the next year's harvest. The 
"tone” of any given season is usually set by the size of that season's 
crop; consequently, much effort goes into accurately forecasting it. 
Supply is usually the main variable in the price equation of field 
crops. 

There are several commodities that are designated as agricul¬ 
tural because their source of origin is essentially from the land. A 
discussion of each of these follows. 


Com 

The United States is by far the world's largest corn producer, 
accounting for about 40% of total world output. China ranks 
second with some 15% of the global total. With annual production 
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in recent years of more than 8 billion bushels, corn is easily the 
largest crop grown in the United States. Approximately 80% of 
U.S. production is concentrated in the Corn Belt states of Iowa, 
Illinois, Minnesota, Indiana, Missouri, Ohio, and South Dakota. 
About 60% of this production is used as domestic animal feed. 
Cattle, hogs, and poultry are the primary consumers. Roughly 25% 
of the rest is exported, with Japan, West Germany, and Mexico 
almost always among the largest importers. The Soviet Union 
sometimes purchases large amounts of U.S. corn, depending 
largely on the size of its own grain crop. The amount of Soviet 
purchases varies widely from season to season and is often a key 
influence on prices. 


Cotton 

Domestic production of cotton is concentrated in the range of 
Southern states known as the Cotton Belt. The largest producing 
area is the Delta region, made up of Mississippi, Arkansas, Ten¬ 
nessee, Louisiana, and Missouri, although there is substantial 
production in the Far West. Cotton consumption falls into two 
categories: domestic mill production (apparel/household use) and 
exports. Cotton's share in these and other markets varies accord¬ 
ing to the prices of competing synthetic fibers and the sizes of 
foreign crops. Demand for cotton products generally depends on 
price level, per-capita income, and overall economic conditions. 


Soybean Complex 

Soybeans compete with corn as the nation's number one cash crop. 
Soybean products represent a major source of protein for poultry 
and livestock as well as key ingredients in the manufacture of 
shortening, margarine, and cooking and salad oils. 

Most U.S. production is concentrated in the Corn Belt states of 
Illinois, Indiana, Iowa, Ohio, Missouri, and Minnesota. Two major 
products obtained from soybeans are soybean oil and soybean 
meal; the value of soybeans is determined by the value of the meal 
and oil, as well as by the size of the crop. The difference between 
the value of the soybeans and the value of its end products is 
known as the crushing margin and represents a yardstick of profit 
to the soybean processor. A large crushing margin represents 
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profit for soybean processing, thereby strengthening the demand 
for soybeans and increasing supplies of oil and meal. Conversely, a 
low or negative crushing margin will discourage demand for soy¬ 
beans and reduce the production of products. 

With soybean oil, because of the fairly high degree of inter¬ 
changeability among fats and oils in the domestic and international 
market, the availability and price of competing edible oils can be a 
major factor in its price. 

Soybean meal prices are very dependent upon sudden and 
unanticipated changes in demand or production because meal 
cannot be stored for long periods. There are, also, competing 
foodstuffs that impact on the price level. 


Wheat 

Wheat is harvested somewhere around the world in every month 
of the year. In the United States, harvesting begins in the southern 
end of the Wheat Belt (Texas) in early summer and progresses 
northward. Kansas, Washington, Nebraska, Oklahoma, and 
North Dakota are major producing states. 

Exports are a major influence on wheat prices and are heavily 
dependent on world crop conditions. The United States sells 
approximately half of its crop abroad and is traditionally the 
world's largest exporter. Conditions in the Soviet Union, both a 
major producer and a major consumer of wheat, play an important 
role in determining wheat prices. 


Live Hogs 

The Corn Belt states of Iowa, Illinois, Indiana, and Missouri 
account for more than half the hogs raised in the United States. 
From the farms where they are raised, hogs are brought to terminal 
markets where they are bought by meat packers, slaughtered, and 
processed into pork products such as ham and bacon. 

The demand for hogs is determined by consumer purchases of 
fresh pork and pork products. Consumer purchases are a reflection 
of pork prices, prices of competing meats, disposable income, and 
diet preferences. Pork demand tends to reach its peak during the 
summer and early fall and drops to a seasonal low during the 
winter and early spring. 
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Pork Bellies 

Pork bellies are the part of the hog that is used to produce bacon. 
The demand for bacon tends to be fairly stable, responding signifi¬ 
cantly only to the most extreme price moves. This inelasticity of 
demand means that small changes in supply can produce magni¬ 
fied changes in price. 


Live Cattle 

The cattle business is one of the largest components of the U.S. 
agricultural sector. In a typical year more than 20 million head of 
cattle are marketed with a total wholesale value of more than $10 
billion. Only com and soybeans are comparable to the beef indus¬ 
try in terms of market value produced. Cattle are almost exclusive¬ 
ly consumed in the countries where they are produced, so futures 
traders need focus only on the fundamentals in the U.S. beef 
industry. The reason, of course, is that the bulk and perishability of 
live cattle preclude meaningful exports. 


TRY THIS 



A_ 

Corn 

1. 

Inelasticity of demand pro¬ 
duces magnified changes in 




price 

B_ 

Cotton 

2. 

Third only to corn and soy¬ 
beans as largest component of 
agricultural commodity sector 

C_ 

Soybeans 

3. 

Approximately one-half of the 
U.S. crop is exported 

D_ 

_ Wheat 

4. 

Demand reaches peak in sum¬ 
mer and early fall 

E_ 

Live Hogs 

5. 

Value is determined by value 
of end products, as well as by 
size of crop 

F_ 

Pork Bellies 

6. 

Demand dependent on prices 
of synthetics 

G_ 

_ Live Cattle 

7. 

United States the largest pro¬ 
ducer 
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HERE'S WHY 

Now check your answers against the following: A-7; B-6; C-5; D-3; 
E-4; F-l; and G-2. 


Imported/Tropical Commodities 

The commodities that fall into this category are as follows. 


Cocoa 

Cocoa is a truly international commodity. It is produced almost 
exclusively in Africa and South America and consumed primarily 
in the industrialized countries of Europe and North America. 
Cocoa trees are indigenous to the West Indies and were trans¬ 
planted to West Africa in the latter half of the nineteenth century. 
Africa subsequently became the center of world cocoa production 
and retains that position despite the emergence of Brazil as a major 
force in the market. Ghana was the world's leading cocoa producer 
for much of the twentieth century but lost this title to the Ivory 
Coast in the late 1970s. 

As with most agricultural commodities, weather plays an im¬ 
portant role in cocoa production. The major threat is usually hot, 
dry weather during the summer growing season. Cocoa trees are 
also susceptible to excessive rains that can wash the cocoa- 
producing flowers off the tree before maturity. Available output 
can sometimes be restricted by labor or transportation difficulties 
in some of the African producing nations. Problems with the 
Brazilian crop can have a dramatic impact on prices even though 
this crop is less than 20% of the world total. This is because the 
Brazilian harvest comes after the African harvest has moved to 
market, so an unexpected shortfall can leave the market with 
smaller-than-expected supplies in the final months of the crop 
year. 


Coffee 

Coffee, which is indigenous to Africa, became a major commercial 
commodity in the nineteenth century and is now one of the most 
important agricultural products in the world. The dollar value of 
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the world's coffee crop usually approximates that of the major 
grains such as wheat, corn, and soybeans. 

Coffee demand has grown steadily through the years, with 
particularly dramatic growth during the 1950s and 1960s. The 
1970s showed a decline in interest due to high prices caused by 
frost on the Brazilian crop. Although coffee demand exhibited 
signs of improvement during the early 1980s, a number of difficul¬ 
ties lingered on the demand side. For example, the United States, 
by far the world's largest consumer of coffee, has seen demand for 
the product moderate because of a discernible shift in consumer 
preference. Beer and soft drinks have apparently gained favor at 
the expense of coffee consumption. In 1960, for example, daily 
per-capita American consumption was estimated at 31/2, compared 
to just under 2 cups in 1981. Also, growth in Western European 
coffee consumption has apparently moderated, suggesting that 
much of the prevailing coffee market is reaching saturation. Thus, 
the third-world and Soviet-bloc nations may have to pick up the 
slack if coffee demand is to hold steady or increase. 


Sugar 

Sugar has a history as an internationally traded commodity that 
dates back to ancient times. There are two types of sugar- 
producing plants, but the sugars that they produce are identical. 
Sugar cane is grown above ground in a grass that is indigenous to 
tropical and subtropical regions of the world. Sugar beets grow 
underground and because of an extensive root network, are rela¬ 
tively unaffected by droughts. However, the leaves of the beet are 
affected by extended periods of cloudy or inclement weather. 
Thus, while rainfall affects tropical sugar cane, cloudy weather 
influences the important European beet crop. 

Sugar demand has consistently increased through the years. 
This is largely because of the steady growth in world population. 
Sugar demand was also aided by the high oil prices of the 1970s. A 
number of Middle Eastern and third-world oil-producing nations 
found themselves with unexpectedly high foreign exchange reve¬ 
nues. This resulted in increases in per-capita sugar consumption. 
Conversely, the subsequent decline in oil prices limited sugar 
consumption by these nations. The bearish influence of this de¬ 
velopment was heightened by a reduced incentive for Brazilian 
sugar producers to divert processing of cane to ethanol. In the 
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United States, sugar prices are directly affected by government 
subsidy programs. 

In general, North and South America, Western Europe, Asia, 
and the Eastern-bloc nations are the largest consumers of sugar. 
Demand trends in these nations often have an influence on long¬ 
term sugar prices. 


Frozen Concentrated Orange Juice 

Frozen concentrated orange juice (FCOJ) is a market that de¬ 
veloped in the United States after World War II. Florida is the 
largest orange-producing state by a wide margin, usually account¬ 
ing for 75% or more of total U.S. output. Florida's dominance is 
such that traders seldom pay attention to production data from any 
other state. California produces about one-fourth the quantity of 
oranges that Florida does, but a large percent of these are eaten as 
fruit rather than processed into juice. Until the late 1970s, imports 
were a negligible factor in the FCOJ market. However, since then, 
Brazil has emerged as an important supplier to the U.S. market. 
This followed a combination of high U.S. orange prices and Brazil's 
desire to increase agricultural exports. 

The important Florida orange crop is harvested between De¬ 
cember and March. Valencia oranges, which are harvested toward 
the end of this period, receive particular attention from futures 
traders because they are the key ingredient in FCOJ. 


Precious Metals 

The commodities considered part of this category include the fol¬ 
lowing. 


Gold 

South Africa is by far the largest producer of gold in the world. 
During the last century it has produced more than 40% of the gold 
in existence today and still boasts substantial reserves of relatively 
rich ore. 

However, a number of factors are responsible for stagnant 
levels of gold production in South Africa. First, the sharp devalua- 
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tion of the rand (South African currency) against the U.S. dollar in 
the world's currency markets lowered effective mine costs and 
encouraged the mining of low-grade ore. Second, the depletion of 
very high-grade ore reserves has taken its toll on production. 
Finally, South African laws that require mine reserves to be pre¬ 
served have also moderated output in recent years. 

The demand for gold is very price elastic. This is particularly 
true because demand by the jewelry industry, the largest single 
consumer of gold, is extremely sensitive to the prevailing price of 
bullion. 

Gold is often looked upon by investors as an inflation hedge 
that is likely to retain its value during periods of widespread price 
increases. As a result, gold soared above $800 per ounce in 1980 in 
reaction to increases in oil and grain prices. The deflationary eco¬ 
nomic climate of later years, however, brought about a decline in 
the price of gold. 


Platinum 

South Africa dominates free world production of platinum and is 
the only nation that is a primary producer of this metal. 

Platinum prices, like gold prices, generally rise during periods 
of dollar depreciation, international tension, inflation, or economic 
uncertainty. As with gold, investors often forecast the swing of 
platinum demand and can play a large role in the determination of 
prices. Platinum is also regarded as an industrial metal because of 
its use in chemical manufacturing and automobile exhaust 
catalysts. 


Silver 

Mexico has become the free world's largest producer of silver, with 
annual output in excess of 60 million ounces. Most of the output 
stems from primary operations that also produce smaller quanti¬ 
ties of lead, zinc, and occasionally copper. 

Secondary production of silver is very important to the mar¬ 
ket's overall equation. Because new mine output of silver usually 
falls short of demand, secondary sources of the metal determine 
whether the market is in a surplus or deficit situation. Scrap con¬ 
sists of silver that has been recovered from melted silverware, used 
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photographic solutions, and discarded electrical contacts. During 
times of low prices, silverware and other items containing silver 
are thrown away by people not connected with the industry. Scrap 
recovery of silver is extremely price elastic. It has been estimated 
that a 10% change in silver prices impacts scrap recovery by 5%. 
Silver is also regarded as an industrial metal. 


Copper 

Copper, unlike the other metals discussed so far, is strictly an 
industrial metal. However, it sometimes reacts to broad price 
trends in the precious metals and, like gold and silver, often 
responds to general currency and interest rate movements. Simi¬ 
larly, broad developments in the industrial sector influence metals, 
such as copper, which boast relatively defined manufacturing 
uses. On the whole, however, copper remains most sensitive to its 
own specific fundamentals. 


Palladium 

This metal is a platinum-group metal. However, the market for 
palladium is much smaller than that for platinum as it is almost 
entirely industrially based. The dominance of gold, silver, and to a 
lesser degree, platinum, combined with palladium's industrial 
base, has limited the usefulness of this metal as a speculative 
vehicle. 


TRY THIS 


A_ 

_ Gold 

1. Secondary production very im¬ 
portant and influential to over¬ 
all market prices 

B_ 

Sugar 

2. Inflation hedge 

C_ 

Cocoa 

3. Produced almost exclusively in 
Africa and South America but 
consumed primarily in North 
America and Europe 
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D_ 

Coffee 

4. 

Strictly an industrial commodi¬ 
ty 

E_ 

Silver 

5. 

Demand trends influence long¬ 
term price 

F_ 

Copper 

6. 

Much of the market may be 
reaching the saturation point 

HERE'S WHY 




Now check your answers against the following: A-2; B-5; C-3; D-6; 
E-l; and F-4. 


Stock Index Futures 

Stock index futures began to trade in February 1982 when the 
Kansas City Board of Trade introduced a contract based on the 
Value Line Average (VLA). Soon thereafter, trading in two other 
stock indexes was introduced. In April 1982, the Index and Op¬ 
tions Market of the Chicago Mercantile Exchange began to trade a 
stock index contract based on the Standard & Poor's (S&P) 500 
Stock Index. In May 1982, the New York Futures Exchange re¬ 
ceived CFTC approval to begin to trade in a stock index futures 
based on the New York Stock Exchange (NYSE) Composite Index. 
Other stock index futures contracts have since been introduced, 
but of these only the CBOT's Major Market Index (MMI) has 
enjoyed much success. This index is made up of 20 leading blue- 
chip stocks and is used by some traders as a proxy for the popular 
Dow Jones Industrial Average. 

A stock index futures contract is an obligation to deliver at a 
future date an amount in cash that is some dollar multiple of the 
value of the underlying index at expiration of the contracts. The 
profit or loss from a futures contract that is settled by "delivery” is 
the difference between the value of the index at expiration and the 
value when originally purchased or sold. Delivery at settlement 
cannot be in the underlying stocks of the index but must be in 
cash. 
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Major Index Futures 

There are several stock index futures contracts. Four major ones 
are: 

S&P 500 

The S&P 500 Index is a value-weighted arithmetic mean of the 
market value of the component stocks. It consists of 500 stocks, 
with the price of each weighted according to its market value. The 
index reflects the total value of the underlying securities and can be 
viewed as hypothetical portfolios that consist of the entire market 
value of each security included in the index. Each day the index is 
recalculated so that the previous day's index has no bearing on the 
current day's value. 


NYSE Index 

The NYSE Index is computed in the same way as the S&P 500. The 
major difference is that the NYSE Index includes all of the more 
than 1500 stocks listed for trading on the New York Stock Ex¬ 
change. 


VLA Index 

The Value Line Average has a different and somewhat more com¬ 
plicated method of calculation than the last two indexes we men¬ 
tioned. It is derived by computing the percentage change of every 
stock in the index and adding their geometric mean to the previous 
day's average. The VLA is an equal-weighted index in terms of 
the percentage change of each stock. Thus, a given percent in¬ 
crease in the price of a small company has the same effect as the 
same percent change of a giant company. In all, there are approx¬ 
imately 1700 stocks contained in this index. 


MMI Index 

The Major Market Index is a broad-based stock index that mea¬ 
sures the performance of 20 leading blue-chip securities on the 
New York Stock Exchange. The MMI is a price-weighted index, 
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computed by adding together the prices of the individual stocks 
and dividing by a factor that occasionally changes to account for 
splits and dividends. 


Cash Settlement at Delivery 

As mentioned earlier, unlike most other commodity or financial 
futures, deliveries against maturing stock index contracts are made 
by cash settlement. The primary reason for this is that the physical 
delivery of securities is not practical. The costs and the difficulties 
of delivering all the component securities of any broad-based index 
are too great. Also, the potential for manipulation at delivery time 
by those holding large blocks of the component stocks makes cash 
settlement a more viable method than that of traditional physical 
delivery. 


TRY THIS 

A_S&P 500 

B. __ NYSE Index 

C_VLA Index 

D._ MMI Index 


1. Equal-weighted index of 
approximately 1700 stocks 

2. Value-weighted index of spe¬ 
cific stocks 

3. Price-weighted index of blue- 
chip stocks 

4. Value-weighted index of all 
listed stocks 


HERE'S WHY 

Now check your answers against the following: A-2; B-4; C-l; and 
D-3. 




Index 


Accounts 

accounts with power of attor¬ 
ney, 42-43 
brokers and, 45-51 
reporting duties, 45-50 
closing accounts, 50-51 
commodities accounts, 45-51 
corporation accounts, 42-43 
death of customer and, 50 
hedge accounts, 42-43 
margin requirements, 56 
joint accounts, 38-42 
joint account agreement form, 
39,41 

margin accounts, 51-57 
opening new accounts, 3643 
spread accounts, 36,57 
tenants in common accounts, 39 
trade accounts, 42-43 
transferring of, 44 
See also Commodities accounts; 
Margin accounts 
Actual market. See Cash market 
Agricultural commodities, 210-14 
cattle, 213 
com, 210-11 
cotton, 211 


live hogs, 212 
pork bellies, 213 
soy bean complex, 211-12 
wheat, 212 

Analysis, See Chart analysis; Fun¬ 
damental analysis; Market 
analysis; Technical analysis 
Anticipated production, hedging 
risk and, 156-57 
Ascending triangle, 131 
Associated persons (APs), 22 
At-the-market orders, 59 
Averaging down (or up), 178 

B 

Bad for the long, definition of, 34 
Balance of payments, 197-99 
economic conditions and, 198 
interest rates and, 199 
prices and inflation and, 198-99 
Balance of trade, 197 
Bar charts, use in market 
analysis, 115-16 
Basic inventory, hedging risk 
and, 156 
Basic risk, 160-61 
Basis, 147,161 
Basis price, 5 


Basis relationships, under¬ 
standing of, 169 
Bear spreads, 207 
Bid/ask spreads, 29-30 
Blowoff, definition of, 144 
Brokers 

handling accounts, 45-51 
closing accounts, 50-51 
death of customer, 50 
reporting duties, 45-50 
Bullishness, 104 
Buying hedges, 147 
purposes of, 152-54 

C 

Cancel a former order (CFO), 59 
Capital market, 201 
Cash, original margin and, 80 
Cash market, versus futures 
market, 4-5 

Cash settlement at delivery, 221 
Cattle, as agricultural com¬ 
modity, 213 

Central bank influence, futures 
markets, 197-98 
Chart analysis, 113 
barcharts, 115-16 
long-term charts, 118-19 
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market analysis and, 115-19 
point-and-figure (P&F) charts, 
116-17 

purposes of, 113 
See also specific types of charts 
Chicago Board of Trade (CBT), 6, 
199,217 

Chicago Mercantile Exchange 
(CME), 6,217 

Clearing association, member¬ 
ship in, 77-78 
Clearinghouses, 76-91 
commodities, delivery of, 83-88 
functions of, 77 

guaranteeing transactions, 79-82 
original margin, 80 
making and taking delivery, 83 
principle of substitution, 78-79 
variation margin, 80-82 
Cocoa, as agricultural com¬ 
modity, 214 

Coffee, as agricultural com¬ 
modity, 214-15 
Combination orders, 69 
Commissions 
commodities trading, 18-19 
day-trade commissions, 18 
spread commissions, 18 
The Commission, See Com¬ 
modity Futures Trading Com¬ 
mission 

Commodities, 5-9 
agricultural, 210-14 
cattle, 213 
com, 210-11 
cotton, 211 
live hogs, 212 
pork bellies, 213 
soy bean complex, 211-12 
wheat, 212 
delivery of, 83-88 
imported/tropical, 214-16 
cocoa, 214 
coffee, 214-15 

frozen concentrated orange 
juice, 216 
sugar, 215 

precious metals, 216-19 
copper, 218 
gold, 216-17 
palladium, 218 
platinum, 217 
silver, 217 

Commodities accounts 
handling accounts, 45-51 
reporting duties, 45-50 


margin accounts, 51-57 
opening new accounts, 36-43 
accounts with power of attor¬ 
ney, 42-43 

corporation accounts, 42-43 
customer agreement form, 37, 
40 

hedge accounts, 42-43 
joint accounts, 38-42 
new account report form, 37, 

38 

omnibus accounts, 42-43 
partnership accounts, 42 
risk disclosure statement, 37, 

39 

trade accounts, 42-43 
transferring accounts, 44 
types of, 34-36 
nonregulated accounts, 35 
regulated accounts, 35 
spot cash accounts, 35 
Commodities exchange, defini¬ 
tion of, 4 

Commodities trading, 6-19 
balancing contract number 
with commodity supply, 7-8 
commission rates, 18-19 
contract creation, 7 
contracts, 8-11 
items included in, 8 
quantities, 8-11 
daily trading limits, 16-17 
minimum fluctuations, 13-15 
organized commodity exchan¬ 
ges-6 

price quotations, 11-13 
categories, 11 
trading limit, 7 
Commodity day trades, 56-57 
requirements for, 56-57 
Commodity Exchange Inc., 6 
Commodity Futures Trading 
Commission Act (1974), 22 
Commodity Futures Trading 
Commission (CFTQ, 21,139- 
40 

responsibilities of, 22-23 
Commodity pool operators 
(CPOs), 22 

Commodity product spreads, 186 
Commodity trading advisors 
(CTAs), 22 

Congestion areas, trends, 119,122 
Conservative trading, 74-75 
Contingent orders, 70 
Copper, 218 


Corn, as agricultural commodity, 
210-11 

Corporation accounts, 42-43 
Cotton, as agricultural com¬ 
modity, 211 

Cotton Exchange Inc., 6 
Covering, commodity futures, 8 
Crack spread, 186 
Crush spread, 186 
Currency futures, 194-201 
foreign currency futures 
market, 200-205 
foreign exchange market, 194- 
200 

price relationships and interest 
rates, 205-10 

Customer agreement, 37,40 
Customer agreement form, 37,40 

D 

Daily trading limits, com¬ 
modities trading, 16-17 
Day orders, 59,68 
Day-trade commission, 18 
Day-trade requirements, margin 
accounts, 56-57 
Dealers 

cash market business flow, 169 
customer's timing require¬ 
ments, responsiveness to, 
168-69 

dealer requirements, hedging, 
166-70 

role of, 166-67 
Deferred delivery 
contracting for, 3-4 
forward foreign exchange trans¬ 
actions and, 198 
Delivery 

delivery grades, 85 
delivery notice, 86 
delivery periods, 85 
delivery points, 85 
delivery responsibilities, 90 
financial protection, 88-89 
seller's option, 84 
timing, 84 
types of, 86-87 
Delivery department, 28-29 
Demand 

demand curve, 97 
nature of, 97-100 
price elasticity of, 98 
See also Supply and demand 
Descending triangle, 129-31 
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Dips, 119 

Double bottom formation, 126 
Double top formation, 125 
Downtrends, 121-22 
Downward flags, 133 
Due notification, margin calls, 54 

E 

Equilibrium price, 103 
Exchange rates, 111 
Ex-pit transactions, 44 

F 

Federal Reserve Board (the Fed), 
200 

Fill-or-kill orders, (FOKs)69 
First notice day, 16 
Fiscal policy, influence on 
market. 111, 204 
Flags, 132-33 
downward flags, 133 
upward flags, 132-33 
Floor brokers, 60 
Floor and order department, 27- 
28 

Foreign exchange (FX) market 
balance of payments, 197-99 
economic conditions, 198 
fundamentals of, 196-200 
government and central bank, 
199 

influence on, 199-200 
interest rates, 199 
prices and inflation, 198-99 
seasonal factors, 200 
spot and forward price relation¬ 
ships, 200 

Foreign exchange market, price 
determinants, 197-99 
Forward delivery, 3 
Forward delivery contracts. See 
Futures contracts 
Forward transactions, foreign ex¬ 
change market, 198 
Free supply scarcity, 107-8 
Free supply surplus, 106-9 
Frozen concentrated orange juice, 
216 

Fulcrum, double bottom forma¬ 
tion, 126 

Fundamental analysis, 92, 93-112 
appeal to traders, 94 
basic guide for applying, 109 
difference between technical ap¬ 


proach and, 94-95 
macroeconomic influences, 109- 
12 

exchange rates. Ill 
fiscal policy, 111 
government commodity 
agreements, 112 
inflation, 110 
monetary policy, 110-11 
trade policy, 112 
market factors, 96-105 
influence on prices, 105-9 
price levels, 103-5 
seasonal price tendencies, 104- 
5 

supply and demand, 97-102 
supply and demand balance, 
100-103 

weaknesses of, 95-96 
Futures borrowing, requirements 
of, 157 

Futures commission merchants 
(FCMs), 22 

delivery department, 28-29 
floor and order department, 27- 
28 

margin department, 26-27 
new accountsdepartment, 26 
organizational structure of, 25- 
29 

Futures contracts, 1-4 
commodities exchange, 4 
deferred delivery, contracting 
for, 34 

forward delivery, 3 
history of, 24 
origin of, 1-2 
risks, 37 

to arrive contracts, 3 
Futures leading, requirements of, 
157 

Futures margin, versus securities 
margin, 52 

Futures markets, 29-30,188-221 
bid/ask spreads, 29-30 
buy and selling rules, 5 
commodities, 210-19 
currency futures, 194-201 
functions of, 29 
interest rate futures, 201-10 
role of, 20 

stock index futures, 219-21 
versus cash market, 4-5 
Futures trading, 19-20 
commodities accounts, types of, 
34-36 


regulation of, 20-24 
Commodity Futures Trading 
Commission (CFTQ, 21 
legislative acts, 22-23 
National Futures Association 
(NFA), 23-24 
risks, 19-20 
hedging, 20 

successful futures contracts, 31- 
34 

characteristics of, 31 -33 
transactions 
regular accounts, 36 
spread accounts, 36 

G 

Going long, 5 

Going short, 5,7 

Gold, 216-17 

Good for the short, definition of, 
34 

Good this month orders (GTMs), 
59 

Good this week orders (GTWs), 
59 

Good through date orders (GTs), 
59 

Good-til-cancelled orders 
(GTCs), 59,69 

Government commodity agree¬ 
ments, 112 

Government policies, futures 
markets and, 197 

Grain Futures Act (1922), 22 

Gross processing margin, 186 

Guarantee fund clearinghouses, 
90 

H 

Head and shoulders formation, 
126-27 

Hedge accounts, 4243 
margin requirements, 56 

Hedging, 145-71,207-8,209-10 
advantages of, 154-56 
applications, 161-64 
basic risks in, 158-60 
buying hedges, 151-54 
purposes of, 152-54 
concept of, 14548 
dealer requirements, 166-70 
definition of, 20 
disadvantages of, 160-61 
basic risk, 160-61 
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costs, 161 

incompatibility of cash and fu¬ 
tures, 161 
limit moves, 161 
futures trading, 20 
hedging risk, 156-58 • 
modified inventory and, 156 
perfect hedges, 158,161 
selling hedges, 148-50 
purposes of, 149-50 
strategy summary, 171 
underhedging, 160 
variation margin hedging, 160 


Implied forward yields, 204-7 
Imported/tropical commodities, 
214-16 
cocoa, 214 
coffee, 214-15 

frozen concentrated orange 
juice, (FCOJ)216 
sugar, 215 

Impounding deadline, 107 
Inelastic demand, reasons for, 99 
Inflation 

balance of payments and, 198-99 
influence on market, 110 
Lntercommodity spreads, 185-86 
Interdelivery spreads, 182-84 
Interest rate futures 
interest rate and, 201-3 
markets, 203-5 

price relationships and interest 
rates, 205-10 
Interest rates 
factors influencing 
business conditions, 201-2 
fiscal policy, 202 
monetary policy, 202-3 
money supply, 203 
Intermarket spreads, 184-85 
different deliverable grades, 185 
liquidity market, 185 
local supply-and-demand con¬ 
ditions, 185 

transportation costs between 
markets, 184-85 
International Monetary Market 
(IMM), 6,198 

Inverse head and shoulders for¬ 
mation, 128-29 
Inverted market, 159 
Inverted yield curve, 206 


Joint accounts, 38-42 
joint account agreement form, 
39,41 


K 

Kansas Gty Board of Trade, 6, 
217 


Leading indicator, chart analysis 
and, 113 
Leverage, 19 
Limit orders, 63-65 
advantages of, 63-64 
limit orders to buy, 64 
limit orders to sell, 64-65 
Liquidity market, intermarket 
spreads, 185 

Liquidity preference, normal 
yield curve and, 204 
Live hogs, 212 
Locals, 60 

Long-term charts, 118-19 
use in market analysis, 118-19 

M 

Macroeconomic influences, fun¬ 
damental analysis, 109-12 
Maintenance margin call, 53 
Major Market Index (MMI), 217, 
220 

Margin, 19 

Margin accounts, 51-57 
day trade requirements, 56-57 
margin call and closeout, 54 
rule call, 55-56 

spread margin requirements, 57 
trade account requirements, 56 
Margin department, 26-27 
Market analysis, 92-133 
charts, 115-19 
barcharts, 115-16 
long-term charts, 118-19 
point-and-figure (P&F) 
charts, 116-17 

fundamental analysis, 93-112 
pattern identification, 125-33 
ascending triangle, 131 
descending triangle, 129-31 
double bottom formation, 126 
double top formation, 125 


flags, 132-33 

head and shoulders forma¬ 
tion, 126-27 

inverse head and shoulders 
formation, 128-29 
symmetrical triangle, 132 
technical analysis, 112-19 
trends, 119-25 
congestion areas, 122 
downtrends, 121-22 
resistance levels, 125 
support levels, 123 
uptrends, 120-21 
Market factors, 96-106 
price influences 
free supply scarcity, 107-8 
free supply surplus, 106-9 
total supply scarcity, 106 
total supply surplus, 107 
price levels, 103-5 
supply and demand, 97-102 
Market-if-touched orders (MITs), 
65-67 

compared to limit orders, 65 
compared to market orders, 65 
MIT orders to buy, 66,67 
MIT orders to sell, 66-67,68 
Market orders, 61-63 
to buy, 61-62 
to sell, 62-63 

Market timing, chart analysis 
and, 113 

M formation. See Double top for¬ 
mation 

Mid-America Commodity Ex¬ 
change, 6 

Minimum fluctuations, com¬ 
modities, 13-15 
Minimum level, 52 
Minneapolis Grain Exchange, 6 
Modified inventory, hedging risk 
and, 156 

Monetary policy, influence on 
market, 110-11,202-3 
Money market, 201-3 
instruments of, 203 
Money supply, 203 


National Futures Association 
(NFA), 23-24 
objectives of, 23 

Neckline, head and shoulders for¬ 
mation, 127 

New account report form, 37,38 
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New accounts 

accounts with power of attor¬ 
ney, 4243 

corporation accounts, 4243 
customer agreement form, 37, 

40 

hedge accounts, 4243 
joint accounts, 3842 
new account report form, 37,38 
omnibus accounts, 4243 
partnership accounts, 42 
risk disclosure statement, 37,39 
trade accounts, 4243 
New accounts department, 26 
New Orleans Commodity Ex¬ 
change, 6 

New York Futures Exchange, 6 
New York Mercantile Exchange, 6 
New York Stock Exchange 
(NYSE), Rule 405—"Know 
your customer", 37 
New York Stock Exchange 
(NYSE) index, 220 
Nonrecourse loans, 107 
Nonregulated accounts, 35 
Nontransferable delivery notice, 
87 

example of, 89 
Normal market, 159 
Normal yield curve, 203-7 

O 

Off-at-a-spedfic-time orders, 69 
Omnibus accounts, 4243 
On-the-dose orders, 69 
On-the-opening orders, 69 
Open futures contract, definition 
of, 134 

Open interest, 114-15,136-39 
calculation of, 136 
Open orders, 59,69 
Order processing sequence, 60-61 
Orders, 58-75 
combination orders, 69 
contingent orders, 70 
enhancing your profit, 74-75 
fill-or-kill orders, (FOKs) 69 
initiating a position, 71-72 
limiting your losses, 72-73 
limit orders, 63-65 
market-if-touched (MIT) or¬ 
ders, 65-67 
market orders, 61-63 
on-the-close orders, 69 
on-the-opening orders, 69 


open orders, 59,69 
order form, 58-59 
placement of, 60-61 
protecting a position, 73-74 
scale orders, 70 
spread orders, 69 
stop-limit orders, 70 
stop-loss orders, 67 
switch orders, 70 
time orders, 68-69 
Original margin, 52 
dearinghouses, 80 
Original margin call, 53 


Palladium, 218 
Partnership accounts, 42 
Pattern identification 
market analysis, 93-112 
See also specific formations 
Perfect hedges, 158,161 
Platinum, 217 

Point-and-figure (P&F) charts, 
116-17 

advantages of, 117 
construction of, 117-18 
Points, futures prices, 14 
Pork bellies, 213 
Predous metals, 216-19 
copper, 218 
gold, 216-17 
palladium, 218 
platinum, 217 
silver, 217 

Price elastidty of demand, 98 99 
Price forecasting, chart analysis 
and, 113 

Price levels, versus spreads, 182 
Price movement analysis. See 
Technical analysis 
Price patterns, 125 
Price relationships 
interest rates and 
hedging, 209-10 
implied forward yields, 206-9 
normal yield curve, 205-6 
spreads, 209 

Price stability, future markets 
and, 30 

Prindple of substitution, dearing¬ 
houses, 78-79 

Purchase agreements, at a fixed 
price, 157 

Pyramiding, 178-80 


Q 

Quotations 

commodities trading, 11-13 
categories, 11 

R 

Rallies, 119 

Registered commodity repre¬ 
sentatives, (RCRs), 60 
Regular accounts, 36 
Regulated accounts, 35 
Reporting duties 
brokers, 45-50 
dosing accounts, 50-51 
customer statements, 4546 
death of customer, 50 
errors, 50 

Reserve stocks, 101 
Resistance levels, trends, 125 
Reverse crush spread, 186 
Risk, futures trading, 19-20,37 
Risk disclosure statement, 37,39 
Roundtum basis, commissions, 18 
Rule call, margin accounts, 55 

S 

Scale orders, 70 

Seasonal influences, volume and, 
141 

Seasonal price tendenties, 104-5 
Securities margin, versus futures 
margin, 52 
Selling hedges, 147 
purposes of, 149-50 
Sideways areas, 122 
Silver, 217 

Soybean complex, 211-12 
Speculation, 173-81 
after establishing a position, 
175-77 

considerations before entering 
the market, 174-75 
getting started, 175 
trading techniques, 177-81 
averaging down (or up), 178 
premiums versus discounts, 
181 

pyramiding, 178-80 
Spot market See Cash Market 
Spot transactions, foreign ex¬ 
change market, 198 
Spread accounts, 36 
margin requirements, 57 
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Spread commission, 18 
Spread margin requirement, mar¬ 
gin accounts, 57 
Spread orders, 69 
Spread relationship, 181 
spread versus price levels, 182 
types of spreads, 182-87 
Spreads, 181-87,207,209 
bear spreads, 207 
bid /ask spreads, 29-30 
bull spreads, 207 
commodity product spreads, 

186 

crack spread, 186 
crush spread, 186 
Lntorcommodity spreads, 185-86 
interdelivery spreads, 182-84 
intermarket spreads, 184-85 
different deliverable grades, 
185 

liquidity market, 185 
local supply-and-demand con¬ 
ditions, 185 

transportation costs between 
markets, 184-85 
Standard and Poors (S&P) 500 
index, 217,220, 500 
Stock in clearinghouse, original 
margin and, 80 
Stock index futures 
cash settlement at delivery, 221 
Major Market Index (MMI), 

217, 220 

New York Stock Exchange 
(NYSE) index, 217,220 
Standard and Poors (S&P) 500 
index, 217,220, 500 
Value Line Average (VLA) 
index, 217,220 
Stop-limit orders, 70 
Stoploss orders, 67-68 
Substitution principle, clearing¬ 
houses, 78-79 
Sugar, 215 
Supply 

categories of, 101 
nature of, 100 
See also Demand 
Supply and demand, 97-102 


demand, nature of, 97-100 
supply, nature of, 100 
Supply and demand balance, 100- 
103 

Support levels, trends, 123 
Surplus fund, 90 
Switch orders, 70 
Symmetrical triangle, 132 

T 

Technical analysis, 92,112-19 
volume and open interest, 113- 
15 

Tenants in common account, 39 
Texas hedge, definition of, 146 
Tick, 13 

Time-of-the-day orders, 69 
Time orders, 68-69 
day orders, 68 

off-at-a-spedfic-time orders, 69 
open orders, 69 
time-of-the-day orders, 69 
To arrive contracts, 3 
Total supply of commodities, 101 
Total supply scarcity, 106 
Total supply surplus, 107 
Trade accounts, 42-43 
margin requirements, 56 
See also Futures trading 
Trade policy, influence on 
market, 112 
Trading 

commodities trading, 6-19 
futures trading, 19-20 
Trading range, 119,122 
Trading stop, 176 
Trading techniques 
speculation, 173-81 
spreading, 181-87 
Transferable delivery notice, 86- 
87 

example of, 88 
Transferring accounts, 44 
Transfer trades, 44 
Trends, 119-25 
congestion areas, 122 
downtrends, 121-22 
in market, 119-25 


resistance levels, 125 
support levels, 123 
uptrends, 120-21 
Triple top formation, See Head 
and shoulders formation 
Two-tier system, commissions, 18 

U 

Underhedging, 160 
Uptrends, 120-21 
Upward flags, 133 
U.S. government obligations, 
original margin and, 80 

V 

Value Line Average (VLA) index, 
217,220 

Variable daily price limits, 16 
Variation call, 53 
Variation margin, 80-82 
calculation of, 81-82 
Variation margin hedging, 160 
Vertical line charts, 115 
Volume, 113-15,135 
compilation of, 135-36 
open interest and, 134-44 
interpreting changes, 14244 
seasonal influences, 141 
statistics, 13941 

W 

Wall Street Journal, 11-12 
W formation. See Double bottom 
formation 
Wheat, 212 

Y 

Yield curve, 203-7 
characteristics of, 204 
implied forward yields, 204-7 
inverted yield curve, 206 
normal yield curve, 203-7 



